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I. War Contract Termination
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Introductory Remarks
By Donald M. Russell, Michigan
Member, Committee on Termination of War Contracts, 
American Institute of Accountants
honor and privilege of serv­
ing as your chairman for today 
has been assigned to me as a 
member of the Committee on War Con­
tract Terminations. Our committee has 
been given this entire day for presenta­
tion of problems which we are already 
meeting in practice and which will 
occupy our attention more and more in 
the months to come as the war comes 
to its conclusion.
The period of conversion from war­
time to peacetime industry will impose 
many strains upon the business and the 
social life of the United States; these 
strains might conceivably tear apart the 
foundations of the American way of 
living if they last too long. The strains 
will be heaviest at the points where re­
conversion to peacetime production is 
the longest delayed and where wide­
spread unemployment results.
The speed of reconversion is depen­
dent upon business and the govern­
ment settling its accounts for war 
production. This settling of accounts 
involves the reaching of agreements for 
the payment of unfinished work and 
agreements as to how and when to dis­
pose of the related materials and equip­
ment.
This whole program places account­
ants, both public and private, peculiarly 
in the center of things because the ac­
counts cannot be settled or the tangible 
assets disposed of until the materials 
are listed and priced and until the con­
tractors have cast and presented their 
accounts. Certainly there has never been 
such an opportunity for accountants, 
when continuance of free enterprise it­
self may depend upon how well we 
have built our accounting systems and 
how well we exert our abilities and ex­
perience during this period.
Accountants have so far acquitted 
themselves extremely well. Many mem­
bers of the American Institute of Ac­
countants have given up private prac­
tice and enlisted in the government 
services. For nearly two years many of 
these men have been laying the ground­
work for war contract termination ac­
counting. Some of the most responsible 
accounting positions in the War and 
Navy Department have been held by 
members of our Institute. We could 
name many; Capt. J. Harold Stewart of 
the Navy and Col. J. W. McEachren 
and Lt. Col. Fladger F. Tannery of the 
Army are members of the American In­
stitute who have served the govern­
ment in this way and who are on our 
program today. Hundreds of certified 
public accountants are in the services 
of the government and many of them 
are contributing directly to the plans 
for accounting assistance during the re­
conversion period.
The accounting program for termi­
nations which these members of our 
own profession have designed and 
fought for within the services includes 
up-to-date auditing standards. The rep­
resentatives of our profession in the 
services have also seen to it that mod­
ern principles of auditing by fair sam­
ples and tests, reliance upon recognized 
commercial accounting principles and 
reliance upon the coordination of out­
side auditing with internal auditing 
and control (after proof of the actual 
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functioning of such internal auditing 
and control) having been incorporated 
into the ground rules for termination 
accounting. The accounting program 
is broad-gauged; without sacrificing 
necessary protection of public funds, it 
does not intend to permit meticulous 
attention to bookkeeping details to 
hamper the progress of more important 
matters. Serious attention has been 
given to the principle that the cost of 
auditing must not exceed the gains to 
be obtained; and more than that, to 
the principle that losses to the country 
as a result of possible unemployment, 
idle facilities and lost markets might 
far exceed the possible savings to be 
made by the government in attempting 
to enforce every advantage in settling 
the cost of the war. At the time of this 
Meeting a year ago it was not yet settled 
whether the so-called legal audits by the 
General Accounting Office would be 
permitted to delay termination settle­
ments. This victory was won in the 
passage of the Contract Settlement Act 
of 1944, effective July 21, 1944, and the 
accounting profession has had its full 
share in this victory. Business executives 
and their legal and accounting coun­
sellors should now approach the ter­
mination problem with the same broad- 
gauged attitude.
The members of our committee have 
been privileged to observe much of this 
development within the services, from 
our position on the sidelines. The 
chairman of dur committee, Mr. George 
D. Bailey who could not be here today 
because of illness, has contributed much 
to it, particularly by his testimony be­
fore Congressional committees, and by 
his service for the past two months as 
accounting advisor to the new Director 
of Contract Settlements, Mr. Robert H. 
Hinkley. Capt. J. Harold Stewart is the 
newly appointed Assistant Director of 
Contract Settlements and Chief of the 
Accounting Division of the Office of 
Contract Settlement.
It is my belief that the ground-rules 
for the accounting phases of the recon­
version program have been well laid 
and that they are substantially com­
plete; it is to be expected that subse­
quent developments will merely refine 
and interpret the accounting rules al­
ready adopted. The ground-rules for 
the disposition of termination inven­
tories are not nearly so clear and it is 
evident from the recently enacted Sur­
plus Property Act of 1944 that we must 
await further developments by regula­
tions to be issued by the new three-man 
board established by that Act. Section 
14 of the Act states that the new board 
may restrict the authority of any own­
ing agency of the government to dis­
pose of waste salvage and scrap (among 
other classes of property) if it deems 
such action necessary to effectuate the 
objectives of the Act. One of the stated 
objectives of the Act is “to facilitate 
the transition of enterprises from war­
time to peacetime production,” but an­
other objective, as stated in Section 36, 
is that “Measures should be taken to 
realize the greatest possible value from 
termination inventories.”
It will appear to many that these 
objectives are conflicting. It remains to 
be disclosed by regulations yet to be 
issued whether the objective of facilitat­
ing the transition to peacetime produc­
tion will be given precedence over the 
objective of realizing the greatest possi­
ble value from termination inventories. 
The right of contractors to remove ter­
mination inventory from their plants 
and to store it at the risk and expense 
of the government after a 60-day period 
as provided by Section 12 (d) of the 
Contract Settlement Act of 1944 may 
prove to be a most important factor in 
speeding the reconversion period. This 
60-day right is contingent upon several 
technicalities which should be carefully 
studied by public accountants.
The object of today’s session is to ex­
change ideas as to how we as members 
of the profession may best serve our 
country in the business crisis which is
2
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nearly upon us. It is also to be hoped 
that we shall gain an increased appreci­
ation of the attitude which we must 
adopt toward contract termination set­
tlement work. We must serve our clients 
and at the same time recognize fully 
our obligation to the Government of 
the United States. Our job is to ex­
pedite the accounting work in present­
ing settlement claims and to insist upon 
the disclosure of all facts material to 
equitable settlements. Unless public 
and private accountants adopt this atti­
tude the reconversion period will be 
retarded, at tremendous risk to the sta­
bility of the country. If the profession 
as a whole acquits itself as well as its 
representatives within the services have 
acquitted themselves, the profession 
will further enhance its standing and 
influence in the business life of Amer­
ica.
Advance Planning For Termination
By Dundas Peacock, Pennsylvania
Controller, Elliott Company 
Chairman, Committee on Contract Termination, 
Controllers Institute of America 
Member, American Institute of Accountants
Introduction
L
et us assume that you have been 
given the responsibility of or­
ganizing your company for prob­
able termination of its war contracts, 
(all of which are fixed-price supply 
contracts), and of administering the ter­
mination work. You may be a vice-pres­
ident, sales manager, controller, lawyer, 
or engineer; but whatever you are, you 
must be one of the most capable or­
ganizers and administrators in your 
company. Let us also assume that you 
have diligently studied the Contract 
Settlement Act of 1944, Procurement 
Regulation No. 15, Termination Ac­
counting Manual TM14-1005, the Con­
tractors’ Guide issued by the War De­
partment, and the regulations issued by 
the Navy Department and other pro­
curement agencies. As yet you have no 
organization or procedures established. 
Some terminations have been experi­
enced, which somehow were muddled 
through, and it is apparent that orderly 
processes must be evolved before exten­
sive terminations take place, or you 
will be faced with a chaotic situation 
that might seriously endanger the fi­
nancial stability of your company, and 
certainly will hamper the orderly tran­




The keystone of the termination or­
ganization of a company should be the 
Board of Review or Policy Committee 
whose function it should be to estab­
lish policies for termination settlements 
and to approve all settlement proposals 
before transmittal to the customer. The 
Director of Terminations should be a 
member of the board of review. The 
other members of the board would de­
pend upon the character and complex­
ities of the business. In most companies, 
the heads of the sales, manufacturing, 
production control, financial, controller 
and legal departments would comprise 
the board of review. Where a company 
has more than one plant, a board 
should be established at each plant to 
review settlement proposals which 
should then be transmitted with its 
recommendations to the company board 
for final approval. From a practical 
standpoint, it probably will be found 
desirable to establish a minimum 
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amount for proposals to be submitted 
to the board. The responsibility for ap­
proving smaller proposals could be 
delegated to the director of termina­
tions, the sales manager, or others.
Director of Terminations
The functions of the director of ter­
minations are: (a) to carry out the poli­
cies established by the board of review, 
(b) to establish workable procedures to 
obtain expeditious compilation of set­
tlement proposals, and (c) to coordi­
nate the efforts of the various depart­
ments involved. The Director should 
work through persons assigned in each 
department to direct the work incident 
to terminations, such persons having 
been selected from those most capable 
in the departments.
Termination Responsibilities of 
Departments
In times of continued war produc­
tion, it is difficult to convince the ex­
ecutive personnel of a company that 
they should assign some of the most 
competent personnel under their charge 
to study the problems incident to ter­
minations and to make adequate prep­
arations for the day when terminations 
will be a major problem. Generally, 
such competent personnel are deeply in­
volved in the problems of current pro­
duction and are probably greatly over­
worked. Consequently, it is easier to 
take the line of least resistance and to 
procrastinate. After all, it is argued, 
possibly our contracts will be allowed 
to run until completion, and the ter­
mination problem will be of no conse­
quence. Such a short-sighted policy 
might be disastrous to a company that 
is greatly over-extended on war produc­
tion. Therefore, all companies faced 
with possible terminations should not 
hesitate to assign competent personnel 
to prepare therefore.
The responsibilities of the depart­
ments most affected by terminations 
are generally as follows:
Sales Department
1. To send prompt notification of termina­
tion to all departments affected thereby
2. To review settlement proposals com­
puted in the accounting department be­
fore transmission to the Director of 
Terminations for submission to the Board 
of Review for approval
3. To process settlement proposals after 
they have been approved by the Board of 
Review and to negotiate final settlements 
with the customers
Production Control Department
1. To stop all work incident to the ter­
minated contract promptly after notifica­
tion of termination has been received 
from the sales departments
2. To take inventory of work in process in­
cident to the terminated contract and to 
deliver the materials to termination stores
3. To help the purchasing department to 
determine what outstanding subcontract 
and purchase orders incident to the 
terminated contract should be canceled
4. To determine what raw materials in in­
ventory were purchased for use on the 
terminated contract, supervise the inven­
torying thereof, and authorize removal 
to termination stores
Stores Department
1. To provide adequate storage space for 
materials acquired or produced incident 
to terminated contracts
2. To check the materials delivered to ter­
mination stores by the production con­
trol department, against a copy of the 
inventory sheet
3. To approve the inventory sheet and for­
ward it to the accounting department 
for pricing
Purchasing Department
1. To notify all subcontractors promptly by 
telegraph to stop work and instruct them 
to notify their subcontractors accordingly
2. To send letters to all subcontractors con­
firming the telegraphic notification and 
instruct them what must be done there­
after
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3. To get settlement proposals or releases 
of claims from subcontractors
4. To subject settlement proposals of sub­
contractors to preliminary review
5. To dispose of materials which cannot be 
diverted to other jobs
Accounting Department
1. To control by means of a progress sched­
ule the progress of all of the work inci­
dent to the compilation of the settlement 
proposal
2. To evaluate the inventory
3. To accumulate post-termination expenses
4. To compile the settlement proposal
5. To review and verify subcontractors’ pro­
posals and maintain a file of reports 
thereon
Stopping Work
When notice to terminate a contract 
is received, it is important that all work 
on the contract be stopped within a rea­
sonable length of time. In some compa­
nies, this will be a simple matter; in 
others, it will be extremely difficult. 
Take, for example, the case of the man­
ufacturer of complicated machinery and 
equipment built to customers’ specifica­
tions. Such equipment involves hun­
dreds of small parts and sub-assemblies 
which generally require several months 
to produce and assemble. Certain basic 
parts and sub-assemblies will be com­
mon to all machines of a particular size, 
while other parts will be built espe­
cially for each contract. If the contract 
that was canceled was for a number of 
machines to be delivered over several 
months, the work in process at time of 
termination will represent everything 
from rough castings to completed ma­
chines being tested preparatory to ship­
ment, and will be spread all over the 
contractor’s plant. If it has been the 
contractor’s practice to give each con­
tract a number and to use that number 
for identification purposes in all parts 
orders issued, it should not be very diffi­
cult to determine the parts orders in 
process incident to the contract and to 
stop work thereon promptly. If, how­
ever, a parts order number is used that 
does not contain the contract order 
number for identification purposes, it 
is a slow and difficult task to identify 
the parts and sub-assemblies in process 
incident to the terminated contract and 
to stop work. When common parts are 
manufactured in stock quantities to 
cover a number of different contracts, 
it is a still more difficult task to deter­
mine whether or not the termination 
will result in over-stocking any of the 
parts should the orders be completed. If 
completion of the stock orders would 
result in over-stocking, it is necessary 
to reduce the quantity covered by the 
stock order and to transfer the cost of 
the discontinued uncompleted parts to 
the cost of the terminated contract. 
Unfortunately, production control sys­
tems used in jobbing engineering shops 
where complex equipment is manufac­
tured, were designed for the purpose of 
controlling the production of the equip­
ment and not for rapid discontinuance 
of manufacture. Sometimes it is possible 
readily to amend the system so that 
stoppage of work upon termination will 
be facilitated. It should be the responsi­
bility of the person charged with organ­
izing the production control depart­
ment for terminations, to study the sys­
tem to determine what can and should 
be done to facilitate stoppage of work.
Sometimes only a part of a contract 
will be terminated and the contractor 
will be required to complete the con­
tinued portion of the contract. This 
increases the difficulties of the produc­
tion control department for, in addition 
to identifying the parts orders in proc­
ess incident to the contract, it is neces­
sary to determine the number of parts 
that will be needed, and to stop work 
only on the parts in excess of those re­
quired for the continued portion of the
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contract. This involves, among other 
things, study of the spoilage record on 
the contract to determine whether any 
of the parts originally intended for the 
terminated portion of the contract will 
be needed for the continued portion of 
the contract.  
Taking Inventory
Once work has been stopped on the 
terminated contract, it is the responsi­
bility of the production control depart­
ment to direct the taking of inventory 
of all parts and materials acquired or 
produced for the contract, and of re­
moving them to termination storage.
Difficulties may be encountered in 
determining what common materials 
are applicable to the terminated con­
tract, and whether or not they should 
be assigned to the contract. This should 
also be the responsibility of the produc­
tion control department.
The job of taking inventories of ma­
terials and parts incident to terminated 
contracts is somewhat different than 
taking an annual inventory when the 
plant is shut down. A crew of inventory 
checkers should be trained particularly 
for this purpose. They should be well- 
schooled in the necessity for obtaining 
all of the information needed to com­
pile the termination inventory sched­
ules and also in the importance of (a) 
finding all materials, (b) expediting the 
work, and (c) delivering all materials 
and parts to the termination stores. 
This is not a job that can be entrusted 
to a group of laborers. It should be su­
pervised closely by a competent man 
from the production control depart­
ment who is well acquainted with the 
products and parts.
It is important in compiling the in­
ventory of materials applicable to a 
terminated contract, that it be recorded 
so as to facilitate the preparation of 
the termination inventory schedules 
which must be filed with the settlement 
proposal. Similar materials should be 
grouped together and all of the infor­
mation required for the termination 
inventory schedules should be noted.
The inventorying of parts becomes 
very difficult when only a part of the 
contract has been terminated. Inasmuch 
as the production of the numerous parts 
entering into the finished product will 
be in varying stages of manufacture, it 
is necessary to consider each parts order 
to determine what work should be con­
tinued, and what work should be 
stopped and the parts assigned to the 
terminated portion of the contract. Un­
der such circumstances, it is difficult to 
do the job expeditiously so that the 
compilation of the inventory will not 
be delayed, and still be sure that no un­
necessary work will be continued or 
necessary work stopped.
Compilation of Termination 
Inventory Schedules
If the physical inventory has been 
carefully recorded by the termination 
inventory crew, it should not be diffi­
cult to compile the required termina­
tion inventory schedules. These sched­
ules are as follows:
Form 2a—Metals in Mill Product Form
A separate schedule is required 
for each classification of metal.
Form 2b—Raw materials, Purchased parts, 
Finished components, Finished 
products, and Miscellaneous
A separate schedule is required 
for each of the aforementioned 
classifications.
Form 2c—Work in Process
Form 2d—Dies, Jigs, Fixtures, etc., and Spe­
cial Tools
The descriptions and other informa­
tion called for on the inventory sched­
ules, and the requirements with respect 
to using separate sheets for different 
classes of metals, etc., are intended to 
aid the disposal officers to determine 
what disposition shall be made of the 
materials.
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Storage of Inventories
The conglomerate nature of inven­
tories incident to terminated contracts, 
makes it desirable to provide separate 
storage for termination inventories 
where they can be separated according 
to contracts. When adequate separate 
storage space is not available, materials 
inevitably will be lost or damaged and 
the contractor will be denied the right 
to include such materials in the inven­
tory that is the basis for his settlement 
claim. Furthermore, storage space 
where materials can be grouped ac­
cording to contracts, will facilitate veri­
fication by representatives of the con­
tracting agencies or of the customers.
When termination inventories are 
delivered by the production control de­
partment to the stores department for 
inclusion in the termination stores, they 
should be tallied against a copy of the 
inventory sheet which should then be 
signed by the storekeeper. The inven­
tory sheet should then be delivered to 
the accounting department for pricing. 
Preparation of Settlement Proposal
After the inventory has been counted 
and has been vouched for by the ter­
mination storekeeper, it should be the 
responsibility of the accounting depart­
ment to evaluate the inventory. If job 
cost records are maintained, this should 
not be difficult. If process costs or stand­
ard costs are used, there will be in­
stances when the proper evaluation of 
the inventory will be difficult to de­
termine.
Since contractors are entitled to re­
imbursement for expenses necessary in 
connection with the termination and 
settlement of the contract and subcon­
tracts and purchase orders thereunder, 
and also for costs incurred for the pro­
tection and disposition of property ac­
quired or produced for the contract, it 
is necessary that accounts and records 
be provided for recording these data for 
each terminated contract so that these 
expenses can be properly included in 
each proposal. All media to substantiate 
such charges should flow to the termina­
tion unit in the accounting department 
for recording.
When establishing procedures to be 
followed in preparing settlement pro­
posals, the accounting practices em­
ployed for internal accounting and 
statistical purposes should be reviewed 
to determine whether or not such prac­
tices are satisfactory for termination 
purposes. Particularly, practices with 
respect to application of indirect over­
heads should be scrutinized carefully.
The Contract Settlement Act of 1944 
and the regulations governing termina­
tions constantly refer to “recognized 
commercial accounting practices” as be­
ing the governing basis for determina­
tion of settlements. Commercial ac­
counting practices evolved for those 
costs and expenses which are normally 
charged to inventory, undoubtedly are 
sound and have been fairly consistently 
applied by most companies. However, 
there are no consistent “commercial 
accounting practices” relative to inclus­
ion in costs of indirect expenses nor­
mally charged off as period expenses. 
These period expenses, although not 
charged to inventory cost, are contrac­
tually just as much a part of cost of 
government contracts as are the cost 
of direct labor and materials, and fre­
quently are a major element of total 
cost. For instance, in the machinery­
building industry, field engineering, 
application engineering, and adminis­
trative expenses, frequently referred to 
as commercial expenses are treated on 
the books as period expenses although 
they represent a significant part of total 
cost. For purposes of internal account­
ing such as (a) the computation of 
profit on completed contracts, (b) deter­
mination of interdepartmental profits, 
etc., these expenses are frequently al­
located as percentages of factory cost of 
production. This practice has been 
evolved not because it is logical but be­
cause it is expedient. As a matter of 
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fact, such expenses are disproportion­
ately incurred in the early stages of a 
contract and, therefore, bear no rela­
tionship to factory cost during the 
manufacturing period. Consequently, 
unless some other method than the 
factory cost method is employed to de­
termine the amount of such expenses 
applicable to a terminated contract, the 
settlement proposal generally will be 
understated. The importance of this 
problem varies with the length of the 
manufacturing cycle and with the ratio 
of such expenses to the total costs and 
expenses of the company. Therefore, it 
behooves the director of terminations, 
when establishing methods to employ 
for the computation of settlement pro­
posals, to consider carefully whether 
methods of expediency adopted for in­
ternal statistical purposes are sound.1
1 Dundas Peacock, “War Contract Ter­
mination” (March, 1943), Vol. 75, The Journal 
of Accountancy, p. 219.
When the inventory has been evalu­
ated and the costs of other direct 
charges incident to the contract have 
been determined, (such as costs of de­
sign engineering, drawings, tools, jigs, 
fixtures and patterns) the overheads 
applicable to the contract should be 
determined and the company’s settle­
ment proposal computed in accordance 
with the methods prescribed by the di­
rector with the approval of the board 
of review. This computation should 
then be referred to the sales department 
for review to see if there are any unusual 
circumstances that should be taken into 
consideration, and subsequently re­
ferred to the Director of Terminations 
for submission to the board of review. 
It should be kept in mind that the ter­
mination procedure is intended to re­
sult in equitable adjustment of the 
contract price, and not in the settlement 
of a claim for damages. Consequently, 
the same approach should be taken to 
the computation of the proposal as 
would be taken in the determination of 
a fair selling price for the work done. 1
Subcontractors’ Settlement 
Proposals
It is the responsibility of the purchas­
ing department to notify all subcontrac­
tors promptly by telegraph to stop 
work on open contracts or purchase or­
ders applicable to terminated contracts 
and to notify their subcontractors also 
to stop work.
Coincident with stopping work on 
work in process, it will be necessary for 
the production control department to 
assist the purchasing department to 
determine what subcontracts and pur­
chase orders are outstanding incident to 
the terminated contract. Purchasing de­
partment procedures generally have one 
objective, namely, to get delivery of 
materials when needed. It has not been 
the general practice for purchasing 
departments to maintain cross index 
records to facilitate cancellation of out­
standing purchase orders. Consequently, 
purchasing departments generally re­
quire assistance from the production 
control department in determining 
which open purchase orders should be 
canceled. Planning ahead by the per­
sons in the production control and pur­
chasing departments who are responsi­
ble for terminations, can generally 
eliminate some of the difficulties that 
otherwise would cause delays in send­
ing termination notices to subcontrac­
tors.
As soon as possible after telegraphic 
notices to stop work have been sent out, 
a letter should be sent to each subcon­
tractor, confirming the telegraphic noti­
fication, and directing the subcontractor 
as to what he shall do with respect to 
(a) safe-guarding and inventorying ma­
terials, (b) preparation of settlement 
proposal, (c) forms to be used, (d) re­
sponsibilities as to settlement proposals 
of his subcontractors, etc. A carefully 
prepared standard form letter should 
be used for this, which will be applica­
ble in most instances. It will be found 
in the early stages of terminations, that 
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many subcontractors will be woefully 
ignorant of their rights and responsibil­
ities.
The purchasing department neces­
sarily must be one of the keystones in 
the termination organization and it is 
important that the persons assigned to 
this work be very familiar with the laws, 
regulations, and procedures incident to 
preparation of settlement claims.
Proposals from subcontractors and 
suppliers should first be reviewed in the 
purchasing department. Proposals 
which are obviously excessive or in­
complete should be returned to the sub­
contractor for amendment. Procure­
ment Regulation No. 15 requires that a 
written report be prepared relative to 
verification of subcontractors’ proposals. 
This requirement can be greatly simpli­
fied by using a check sheet for indicat­
ing the extent of verification and the 
opinion of the reviewer as to the pro­
priety of the proposal.
Difficulty will often be experienced 
in getting proposals promptly from 
subcontractors. When a proposal is de­
layed, the purchasing department 
should communicate with the subcon­
tractor—by telephone, if necessary—and 
insist that a proposal be filed promptly, 
or, if the subcontractor does not intend 
to file a proposal, he should be re­
quired to furnish a release of claim. 
The aid of the government services 
should be enlisted, when all else has 
failed, to get a laggard subcontractor to 
file a proposal or to furnish a release 
of claim.
After a subcontractors’ proposal has 
been reviewed in the purchasing de­
partment and the check sheet thereon 
completed, it should be sent to the 
accounting department where the ter­
mination auditor should subject the 
proposal to a further review and should 
decide whether any further investiga­
tion or verification of the proposal 
should be made. If the proposal is large 
or if it is unsatisfactory in any respect, 
it is the responsibility of the termina­
tion auditor to make such additional 
investigation as is necessary to be able 
to satisfy the contracting officer. Writ­
ten memoranda should be kept on file 
of any investigations made in addition 
to that covered by the review check 
sheet.
Disposal of Materials
After the inventory has been com­
piled, it will be necessary for the con­
tractor to decide whether to retain, re­
turn to vendor, sell, or deliver to the 
government the various classes of ma­
terials or equipment. In most compa­
nies, it will not be possible for one per­
son to make these decisions and it will 
be necessary to form a committee repre­
senting the production control, pur­
chasing, engineering, and accounting 
departments, and the director of ter­
minations, to do this work.
After the contractor has determined 
what, if any, materials acquired for 
terminated contracts he wishes to keep 
or can divert to other contracts, it is 
his responsibility to make reasonable 
efforts to sell the remainder of the ma­
terials at prices approved by the con­
tracting officer. Since the sale of such 
property is generally outside of the 
experience of the contractor’s sales 
force, the responsibility therefore will 
generally be assigned to a disposal man 
in the purchasing department. Where 
the contractor can arrange to return the 
materials to the supplier for full credit 
or for the purchase price less a reason­
able re-stocking charge, little difficulty 
will be experienced in obtaining ex­
peditious approval of the sale from the 
contracting officer. When it is apparent 
that there is little chance of disposing 
of the material except at a loss, the 
person responsible for material disposi­
tion should discuss the problem with 
the contracting officer and reach an 
agreement as to what shall be done. 
Failure to cooperate with contracting 
officers in disposing of materials will 
probably result in delays in settling 
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claims. It will also be the responsibility 
of the material-disposal committee to 
make decisions relative to materials 
held by subcontractors, subject to ap­
proval by the contracting officer.
Post-Termination Expenses
Contractors and subcontractors are 
entitled to reimbursement for all costs 
incurred in connection with the ter­
mination of contracts and the storage, 
protection, and disposition of proper­
ties acquired or produced for the con­
tracts.
Inasmuch as most persons involved 
with contract terminations will be de­
voting only a part of their time 
thereto, it will be necessary in most 
companies to require all persons to re­
port the time they devote to the ter­
mination of specific contracts or to 
terminations in general, so that proper 
distribution can be made of their earn­
ings and expenses. Such a record will 
not be easy to, obtain at first, for many 
of the persons who are not accustomed 
to reporting time spent on jobs will re­
sist making such a record. It may be 
more practical, in some instances, not 
to attempt to allocate time of executives 
and department heads, but to recover 
such through general percentage alloca­
tion of administrative and general 
expenses.
Telephone and telegraph costs, 
traveling expenses, cost of storage, 
forms, and manual of instructions, are 
items of post-termination expense that 
are likely to be overlooked. So long as 
high war production continues with 
high taxation and renegotiation, it is 
not very important if such expenses are 
absorbed in general overheads. How­
ever, to avoid omitting such expenses 
from the settlement proposal when a 
wave of terminations is experienced, 
careful consideration should be given 
to the problem ahead of time.
There will be some expenses incident 
to terminations that cannot practicably 
be allocated directly thereto, such as the 
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services, and time spent on terminations 
by the accounting department, cost ac­
counting department, etc. Fair percent­
age allocation of those expenses should 
be made to general termination ex­
penses. The percentages used should be 
changed from time to time to reflect 
current conditions.
Transmittal of Settlement Proposal 
to Customers and Negotiation 
of Settlement
After the settlement proposal (which 
includes the approved claims of subcon­
tractors), has been approved by the 
board of review, it will generally be 
found desirable to transmit it to the 
customer through the sales department 
which is the normal source of contact 
with the customer. However, since it 
cannot be expected that all of the sales 
force will become thoroughly convers­
ant with all of the ramifications of ter­
minations, one or more persons should 
be selected to negotiate settlements. It 
should be his function to negotiate the 
settlement with the customer when there 
are any questions involved that the 
average salesman is unable to answer. 
Obviously, the negotiator will have to 
be well-versed in the laws and regula­
tions governing terminations and in 
the company’s methods of preparing 
the settlement proposal.
It will generally be found that the 
sales force is inclined to conciliate the 
customer. This is not surprising since it 
is essential to a salesman to maintain 
the goodwill of his customer if he ex­
pects eventually to get other orders. 
Consequently, the average salesman will 
have a tendency to want to settle ter­
minated contracts for a nominal sum 
unless the import thereof is clearly 
explained to him.
When a company has been greatly 
over-extended in war production and 
all of its working capital plus a large 
amount of borrowed money is invested 
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therein, it is essential that, when all or 
a large percentage of its contracts are 
terminated, full compensation be re­
ceived for the terminated work. It must 
be understood by the sales force that 
the termination settlement is intended 
to be an amendment of the contract 
price to an amount that represents fair 
compensation for the work done, i.e., 
the determination of a fair selling price. 
It must also be understood that unless 
a completely objective approach is 
maintained toward settlements for ter­
minated contracts, a company could 
find itself lacking the necessary working 
capital to finance the transition to post­
war production after its creditors and 
taxes have been paid. Therefore, the 
sales force should be generally informed 
as to the objectives of termination settle­
ments and should be instructed to refer 
all proposals that are questioned by the 
customer to the negotiator for settle­
ment.
The negotiator of settlements should 
be given full authority to enter into 
final settlements with customers within 
certain limits of the settlement proposal 
approved by the board of review.
Predetermination of Various Factors 
Incident to Termination 
Settlements
The War Department, Navy Depart­
ment, and other procurement agencies 
have recently been studying the possi­
bilities of predetermining or making 
advance decisions with respect to all 
or some of the factors incident to ter­
mination settlements. This procedure 
will avoid repetition of work by a con­
stant stream of auditors, and should 
greatly expedite the whole termination 
procedure. This is a new idea that cer­
tainly should be fully investigated by 
all companies likely to be faced with a 
great many war contract terminations. 
The extent that agreement can be 
reached by predetermination of the 
various factors involved will vary by 
industries and companies. Advance de­
cisions of all factors incident to the 
settlements will be possible in some 
companies, while, in others, only meth­
ods and rates for overhead application 
can practicably be predetermined.
In some companies, particularly 
those making one or two items such as 
tanks or planes, it may be possible to 
reach advance decisions covering (a) 
costs, (b) the disposition of material 
that is to be scrapped, (c) what is to be 
done with materials the government 
wants to take over, and (d) what mate­
rials the contractor may buy, and at 
what price he can make the purchase.
In companies such as steel compa­
nies, who manufacture intermediary 
usable products such as billets, blooms, 
bars, etc., incident to the production of 
fabricated products it should be possi­
ble to predetermine prices that will be 
paid by the government for such inter­
mediate products and thereby avoid 
the necessity for predicating the settle­
ment proposal on accumulated costs 
plus profit. This will save the steel 
companies a great deal of work in pre­
paring their proposals and will save the 
government and prime contractors a 
great deal of time that would otherwise 
be spent investigating proposals.
It probably will not be possible to 
make advance decisions relative to ma­
terial disposition for companies making 
a conglomeration of products. However, 
it should be possible for advance agree­
ments to be reached as to (1) the meth­
ods to be employed in allocating over­
heads to the settlement proposal, and 
(2) the percentage rates of overhead to 
be used for a certain period of time. 
Probably the percentage rates would be 
subject to re-determination periodic­
ally, say, every three months. In this 
way, one group of examiners could in­
vestigate the methods of overhead ap­
plication and acceptability of the com­
ponents of expenses, and subsequent 
examiners investigating the settlement 
proposals for other contracts would be
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relieved of the responsibility of repeat­
ing the work.
As yet, this plan has not been ex­
tended to the point where predeter­
mination by one government agency 
would be binding on other agencies 
and would relieve them of the responsi­
bility for repeating the investigation of 
the predetermining agency. Once the 
plan of predetermination is working 
smoothly, undoubtedly all of the agen­
cies will recognize the desirability of 
accepting advance decisions made by 
other agencies, whenever applicable.
It will not be possible for the govern­
ment agencies to initiate the plan of 
predetermination with all contractors 
and subcontractors. Consequently, the 
director of terminations should review 
the possibilities of applying the plan 
in his company and should present pro­
posals for predetermination to the gov­
ernment agency having a preponder­
ance of interest in the contracts and sub­
contracts of his company. This plan 
should be of particular interest to a 
company that has a large number of 
subcontracts and will be faced with the 
necessity of satisfying a great many 
prime contractors as to the propriety of 
the components of its settlement pro­
posals. Presumably, if the contractor 
can certify to the fact that the proposal 
is prepared in accordance with bases 
agreed upon with the government 
agency having the preponderant end­
use interest in his contracts, the prime 
contractors will be relieved of the re­
sponsibility for extensive verification 
of the proposal. The contractor, in 
turn, will be relieved of the burden of 
constantly justifying the methods used 
in his proposal to a great many prime 
contractors and superior subcontractors.
Forms
In addition to the uniform forms ap­
proved by the Office of Contract Settle­
ment for submission of settlement pro­
posals and for reporting termination 
inventories, each company will have to 
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develop numerous forms for use in the 
termination procedure, some of which 
are as follows:
1. Standard form of telegram for notifying 
subcontractors of termination.
2. Standard form of letter to confirm tele­
graphic notification and to convey in­
structions with respect to preparation 
of settlement proposal, disposition of 
materials, etc.
3. Intra-company notification of termina­
tion.
4. Stop work notice to engineering and 
manufacturing departments.
5. Inventory working schedules that will 
provide the information for the termi­
nation inventory schedules to accom­
pany the settlement proposal.
6. Control sheet for controlling the vari­
ous phases of the work on all terminated 
contracts.
7. Flow chart of termination procedure for 
apprizing organization as a whole as to 
what is to be done.
8. Check sheet covering verification of sub­
contractors’ settlement proposals.
9. Form of settlement agreement to be en­
tered into with subcontractors.
10. Form of agreement of release to be en­
tered into with subcontractors when no 
charge is to be made.
11. Form for instructing subcontractors re­
lative to disposition of materials.
12. Form for authorizing disposition of com­
pany-held termination materials.
13. Disposal and purchase certificate for use 
to substantiate disposition of termina­
tion materials.
14. Letter of notification to subcontractor 
of approved settlement.
15. Time report for post-termination work 
chargeable to terminated contracts.
The director of terminations will 
have to devise such forms to suit the 
peculiarities of his own company. Sev­
eral companies have already published 
manuals and booklets showing the 
forms that they have developed for use 
in connection with terminated con­
tracts which will be found to be in­
valuable in devising similar forms.
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A Case Study of a Termination Proposal
Based upon: (1) Pre-termination agreements as to pricing and disposition 
of inventory; (2) Application of the same detailed cost structure and the 
same propt margin to the uncompleted inventory as was used in setting 
the fixed selling price of completed product.
By H. T. McAnly, Illinois
Member, American Institute of Accountants
M
uch of the confused thinking 
now prevalent in attempting 
to arrive at the gross amount 
due a contractor upon contract termi­
nation would, in my opinion, be elimi­
nated if we stopped to realize that we 
are merely breaking down a total sell­
ing price covering a completed article 
into the amounts applicable to the 
partially completed portions.
While a claim on the terminated 
contract is to be prepared on the basis 
of the recovery of all costs on the ter­
minated portion of the contract plus 
a profit, in its ultimate objective it is 
in effect the determination of an 
amount to be paid the contractor for 
the inventory on hand of an uncom­
pleted contract; the amount should be 
comparable in cost and profit margin 
to the costs and margin of profit pro­
vided for in the selling price of the 
completed article as agreed upon in the 
fixed-price contract.
We seem to lose sight of the fact that 
the selling prices of completed articles 
in fixed-price contracts are based upon 
estimates of total costs to be incurred in 
their development and production. 
Also, that the total estimated cost of a 
completed article is the sum of the de­
tailed estimates for all parts involved, 
plus the cost of product engineering, 
tooling-up, etc. Furthermore, to de­
termine the estimated cost of the parts 
or sub-assemblies, it was necessary to 
set up a list of the processes or opera­
tions involved in the production of each 
item and to estimate the hours required 
to perform each, taking into considera­
tion relative quantities required. Cur­
rent commitment prices were used for 
the required materials and parts to be 
purchased. Contemplated occupational 
and overhead rates covering the various 
operations involved were applied.
Having determined these cost esti­
mates for the completed article and ob­
tained agreement thereon as to a selling 
price, why should we relegate these cost 
factors to the waste basket and, in their 
place, attempt to arrive at a so-called 
actual cost of the partially completed 
inventory. So-called actual cost must 
also contain arbitrary assumptions 
such as a guess as to exact production 
period in which the specific items were 
made, etc. The only possible difference 
which might result from attempting 
to use such actual current cost experi­
ence, could be a minor renegotiation of 
a small portion of the original contract. 
This questionable benefit certainly 
would be offset by expensive delays in 
the settlement and the extensive clerical 
cost on the part of both the contractor 
and the government. Where estimated 
costs and actual costs are reasonably 
in line, there certainly would seem to 
be no requirement for more meticulous 
accounting beyond demonstrating such 
comparability.
In the early stages of war production, 
cost estimates were relatively inaccur­
ate, but the concentrated experience of 
the past three years has made them in­
creasingly reliable. This is evidenced by 
the increasing number of periodic for­
ward-pricing programs which are being 
worked out to bring current selling 
prices in line with costs, thereby elimi­
nating the need for subsequent re­
negotiation. However, regardless of the 
exactness or the inaccuracy of a cost
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estimate on which the selling price in a 
fixed-price contract has been based, if 
the contract is completed in the normal 
course of events, the fixed price is paid 
as deliveries are made and subsequent 
renegotiation serves to recoup any profit 
which is deemed excessive. If a contract 
is terminated before completion, cer­
tainly the risk taken by the government 
is proportionately less even though the 
settlement is based upon costs assigned 
to the partially completed items which 
coincide with the original estimates on 
which the selling price of the completed 
article was based. Renegotiation has 
been counted upon to recoup excessive 
profits from over-estimated cost on com­
pleted contracts amounting to millions 
of dollars or on the portion of such con­
tracts that have been shipped and billed 
at the fixed price before termination. 
It would therefore seem logical to de­
pend upon renegotiation to function 
equally as well for relatively small por­
tions in work that may be on hand in 
uncompleted form if we apply to that 
remainder the same proportionate costs 
and profit margins as were used to set 
the original selling prices. When re­
negotiation is deemed no longer neces­
sary as a safeguard against excessive 
profits accruing from contracts which 
may be fully completed, it would seem 
that no such safeguards should be neces­
sary in the settlements of the uncom­
pleted portion on hand in the event of 
termination before completion. The 
Contract Settlement Act and Regula­
tion No. 7 of the Office of Contract Set­
tlement provide that profit allowances 
must be reasonable in themselves, and 
excessive or inadequate profit allow­
ances cannot be allowed merely be­
cause of subsequent renegotiation; 
nevertheless, the fact that high taxes 
and renegotiation do exist in many 
cases should make it unnecessary to 
carry accounting and cost determination 
to meticulous extremes.
Recent recognition by the War De­
partment of the predetermination of an 
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acceptable pricing formula applicable 
to the uncompleted work on hand, in 
order to expedite the settlement of a 
terminated claim, coupled with prear­
ranged disposal of inventories on hand, 
certainly is the most progressive step yet 
advanced to bring about prompt and 
orderly reconversion. In substance, it 
merely recognizes that the procedure 
required in setting up an original or an 
adjusted total selling price has already 
provided the elements for determining 
a selling price for each part or sub-as­
sembly involved, whether partially or 
fully completed.
Since last spring, when I was re­
quested by your committee to partici­
pate in this program by presenting a 
“Case Study of a Termination Pro­
posal,” I have had the opportunity of 
reviewing and assisting in the prepara­
tion of a number of claims. However, 
while each involved one or more points 
which might be of interest, I concluded 
that any case study, to be of value in 
this discussion, should deal with pro­
cedures which to a considerable degree 
can be followed by all companies in 
effecting speedy and orderly settlements 
by means of a program which can be 
developed, now, today, by any company 
in advance of termination. We, as pro­
fessional accountants will, I believe, 
contribute much more toward a speedy 
reconversion of industry if we de-em­
phasize the need for time-consuming 
and hair-splitting exactness and, in­
stead, bend our efforts toward promot­
ing and assisting in the establishment 
of procedures for effecting prompt set­
tlements based on soundly approxi­
mated costs and in accordance with 
good business procedure.
Prearranged termination agreements 
covering inventory pricing which may 
not recover exact cost to the last penny 
may so expedite orderly reconversion 
that any temporary reduction in profit 
which would, of course, be minimized 
by taxes and renegotiation, could be 
recovered many times through a speed-
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ier return to peacetime production, the 
profits on which will probably be sub­
ject to a lighter tax burden.
It is my firm conviction that a prac­
tical prearranged formula for pricing a 
termination inventory which recovers 
costs (including unabsorbed pre-pro­
duction costs) and includes profit in the 
approximate ratios at which such profit 
was indicated at the time the contract 
was taken will serve companies tem­
porarily engaged in war production far 
better than an attempt to establish an 
exact all-inclusive cost after termination 
has taken place. We must keep in mind 
that with renegotiation, excess-profits 
taxes and the carry-back provisions, in 
very few cases will a company retain 
more than a nominal percentage of the 
controversial amounts which might be 
established after extensive arguments, 
loss of time by important executives, 
and delayed reconversion.
While in substance a prearranged 
pricing formula for use in the valuing 
of termination inventories should coin­
cide with the elements accepted as the 
cost base in arriving at the original 
fixed contract prices, it may be expedi­
ent to predetermine a revised formula 
to give effect to current or contemplated 
cost experience. This is analogous to 
forward-pricing to which all contracts 
are now or can be made subject under 
the current law.
In forward-pricing, the contractor 
and procurement offices agree on ac­
ceptable cost bases for all elements of 
cost applicable to the specific contracts 
for the ensuing forward period as well 
as reasonable profit margins. These 
prices are effective for the specific for­
ward period. Certainly when such a 
procedure has been established, the 
same cost bases should be acceptable 
without further question for the de­
termination of the gross selling price or 
claim for raw materials, work in process, 
unabsorbed pre-production and excess 
starting load costs, etc. In addition, con­
tracts can be further supplemented to 
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provide a practical means of computing 
a provision to cover post-termination 
expenses which may be of sufficient 
amount to warrant special considera­
tion.
Before launching into the specific 
case study of a termination proposal 
based upon the generally recommended 
inventory method, I would like to point 
out that a claim prepared under that 
method will often produce less re­
covery than the over-all cost method un­
less provision is made to cover, as ad­
ditional cost, unabsorbed pre-produc­
tion costs, excess initial starting load 
costs including excessive initial scrap, 
etc. If the cost to date is used in de­
termining the value of the residue on 
hand at termination, and such cost con­
tains the full absorption of engineering, 
tooling, excessive initial scrap and start­
ing costs, etc., the profit margin realized 
on the deliveries to date will have been 
penalized with more than the antici­
pated average of these preliminary costs. 
Therefore, the cost under the inventory 
method should include not only the 
unamortized special tooling, but the 
proportionate part of the preliminary 
and starting load cost, excessive initial 
scrap, etc. over and above the average 
agreed upon as cost in setting the sell­
ing price. It is apparent, therefore, the 
use of the so-called actual or experi­
enced cost (rather than a prearranged 
pricing formula) calls for some eventual 
agreement as to the equity of the esti­
mate of over-all costs of certain impor­
tant elements. If a prearranged or 
planned formula for pricing, using the 
inventory method, is worked out, it 
must cover a practical determination of 
these additional costs to the extent that 
they need be considered in the specific 
case. As a matter of fact, many contracts 
in existence today are in the renewal 
stage, and pre-production and excess 
starting load costs are relatively minor.
The case study I intend to review in 
this discussion involves a mid-western 
industrial company having a current 
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annual volume approaching $100,000,- 
000 which includes numerous substan­
tial prime contracts with several 
branches of the War Department and 
with the Navy. The contracts are pro­
duced in mixed plant operations along 
with a somewhat curtailed production 
of regular company products. The in­
troduction of war production has 
greatly expanded the operations and 
the company has therefore encountered 
all of the attendant problems, including 
extensive rearrangement of physical 
properties, training a shop personnel 
which had increased fourfold, discon­
tinuance of factory wage incentives, 
curtailed clerical staff, etc. Thus the 
current cost procedure is far from that 
which would be acceptable to the man­
agement in normal times. This, how­
ever, is a condition which is somewhat 
general, and I only mention it so that, 
as we discuss this company’s pre-termi­
nation program, you will not feel that it 
is something which is only practicable 
in those few cases where ideal account­
ing and cost procedures exist.
This case study will not be confined 
to the discussion of the details of a 
particular claim that has been settled. 
It deals with a proposal, and the pro­
gram I outline herein is one which is 
intended to be applicable to all claims 
which may be filed by this company. 
The details of this plan and which in 
principle have been agreed upon with 
representatives of the district ordnance 
office, includes pre-arranged disposition 
of inventories as well as acceptable 
pricing formulae, are being worked out 
with representatives of the various ser­
vices affected.
A few months ago a forward-pricing 
program was initiated. This provided 
for a cost formula which was accepted 
by all the services affected as an equit­
able cost base for determining selling 
prices. At that time, all major contract 
prices were adjusted—some upward, 
some downward—using the accepted 
cost formula.
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The formula, in substance, provided 
for:
(1) Individual estimates of prime cost
(material and labor) of all parts, 
sub-assemblies, and final assemblies 
making up each specific product. 
Material prices were taken from 
commitments in effect for the en­
suing period. The labor estimates 
were based upon the original stand­
ard or planned operation costs ad­
justed by anticipated variance per­
centages determined from an 
analysis of the experience of sev­
eral preceding months. The labor 
estimates were further adjusted to 
cover wage scale changes made ef­
fective by War Labor Board order 
and applicable to the forward-pric­
ing period.
(2) Specific provision for tooling cost 
expressed as an additional item of 
factory burden in relation to direct 
labor and over and above the uni­
form burden rate deemed applic­
able to all war contracts.
(3) Specific provision for scrap loss 
expressed as an additional item of 
factory burden in relation to direct 
labor and over and above the uni­
form burden rate applicable to all 
war contracts.
(4) A uniform factory burden rate in 
relation to direct labor applicable 
to all special war production as 
budgeted for the period to be cov­
ered by the forward prices.
(5) A uniform administrative overhead 
rate in relation to total cost ap­
plicable to all special war produc­
tion as budgeted for the forward­
pricing period.
(6) Profit margins above the total cost 
base were negotiated with each of 
the services.
The contracts were also supple­
mented to provide that either the com­
pany or the procurement offices of the 
services can at any time, and from time 
to time, call for a cost review for possi­
ble re-pricing to be made effective im­
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mediately or at such future date as may 
be designated. Thus, if the introduction 
of a heavier production schedule during 
the period should result in a general 
reduction in the anticipated overhead 
rates, the services could call for re­
pricing. On the other hand, if cut-backs 
or terminations curtailed the expected 
output, bringing about increases in 
overhead rates, etc., the company is pro­
tected by the right to call for a re-pric­
ing without being required to wait for 
the expiration of the forward-pricing 
period.
Now, the proposed forward-pricing 
formula for termination merely specifies 
that the same cost and profit factors, 
effective for the re-pricing of all current 
contracts at the time a termination 
occurs, be applied to the quantities in 
the termination inventory, as follows:
The quantity of each raw material on 
hand, not usable in other contracts, will 
be priced at the commitment prices 
used in the current cost estimates.
Purchased parts (not usable on other 
contracts) likewise will be priced at the 
prices established as cost at the time of 
preparing the cost estimates upon which 
the current selling prices of the com­
pleted items are based.
The material cost agreed upon as 
proper at the time the current selling 
prices were set will be accepted as the 
material cost of each part in process or 
in a finished state.
The quantities of each item in proc­
ess, finished part and sub-assembly will 
be priced at the accepted standard 
labor cost accumulated through the last 
completed operation.
The total labor cost of all in-process, 
completed parts and sub-assemblies will 
be adjusted by the specific variance per­
centage deemed equitable for each con­
tract at the time the current forward 
pricing was agreed upon.
Factory burden at the uniform rate 
accepted at the time of the most recent 
re-pricing, plus the percentage pro­
visions for tooling and scrap, will be 
applied to the total labor (standard 
labor plus variance).
Total tooling cost expended will be 
shown by the records as well as the 
total standard labor expended on the 
contract. The original provisions for 
tooling in the form of additional bur­
den percentages applied to total labor 
cost (standard adjusted for agreed vari­
ance), deducted from the actual ac­
cumulation of tooling cost, will set forth 
the remainder of tooling cost expended 
to date which is applicable to the un­
completed portion of the contract. Of 
course, the gross tooling cost cannot 
exceed the total agreed upon and aver­
aged in the unit cost at the time the 
prices were set. Expressing the tooling 
cost as a percentage to direct labor 
instead of an amount per unit of final 
product provides an equitable means of 
absorbing it in the cost of uncompleted 
work, which is usually unbalanced as to 
relative quantities of parts, sub-assem­
blies, etc.
The determination of excess scrap 
loss will only be used in those cases 
where it is anticipated at the time of 
forward pricing that the scrap loss ex­
perience will be much greater in the 
earlier portion of performance on the 
contract. Thus, specific agreements will 
be reached on each of the contracts as 
to whether additional cost will be calcu­
lated to recover excess initial scrap in 
the event of termination before com­
pletion. The expected trend of scrap 
loss will be set forth in relation to stand­
ard labor at various stages of comple­
tion, using accumulated standard direct 
labor at each stage in relation to total 
standard labor to measure the extent of 
partial completion. The unabsorbed 
provision for scrap loss above the unit 
average provided for is thus determin­
able. The predetermined provision for 
additional cost to cover excess scrap loss 
is, of course, limited so as not to exceed 
actual scrap cost to date.
The method outlined to recover un­
absorbed scrap loss will be followed for
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any other unusual items of preliminary 
or starting load cost that may be anti­
cipated in the performance of a specific 
contract, each being clearly covered by 
agreement at the time the fixed prices 
covering the contract items are deter­
mind or redetermined.
Administrative expense at the agreed 
percentage will be applied to the total 
cost made up of the provisions for ma­
terial, labor, factory burden (including 
the specific provisions for tooling and 
scrap), as well as the additions for un­
absorbed tooling, scrap loss, and other 
preliminary and starting load costs.
Profit percentages to total cost will be 
applied at the margins agreed upon 
with the respective services and, in my 
opinion, should be the same margins of 
profit allowed in the forward pricing or 
the initial pricing if the claim covers 
a new contract.
Post-termination expenses, if it is 
anticipated that they will be material 
in amount at the time of termination, 
will be agreed upon at that time. Gen­
erally, the work involved in taking 
physical inventories, and clerical and 
administrative expenses involved, will 
be considered as having been provided 
for in the administrative rates.
Steps are also being taken to work 
out predetermined settlement proced­
ures with all major subcontractors so 
that the preparation of subcontractors’ 
claims can be effected promptly. The 
procedures developed with each major 
subcontractor will be submitted for ad­
vance approval to the various services 
affected.
A prearranged pricing formula for 
the inventory on hand at termination 
eliminates any controversy as to the 
items of cost expended in the previous 
fiscal year and considered as cost for 
renegotiation purposes in that year. The 
provision covering the exclusion of 
these costs in PR 15 has been rescinded, 
thus removing this obstacle in arriving 
at the ultimate objective in termination 
settlements which, after all, should be 
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the determining of proportionate sell­
ing prices for the partially completed 
portion of a fixed-price contract. It 
must be remembered that if the con­
tract had not been terminated, there 
would have been no decrease in the 
fixed price merely because a portion of 
the contract was carried forward at con­
servative cost in inventory at the be­
ginning of that year, or preliminary 
expenses may have been charged off in 
the previous year in which they were 
expended.
If termination claims are to be set up 
in published balance sheets and in tax 
returns at the claim value as of the date 
of termination, which seems likely (if 
unsettled at the end of a fiscal year), 
it is all the more necessary that an 
agreed pricing basis be in existence 
which makes the final amount immedi­
ately determinable.
Probably more important than the 
prearranged pricing formula is the pro­
cedure for the prearranged disposal of 
the various classes of raw material, 
partially and completed parts and sub­
assemblies, which may be on hand.
In this case, the company’s engineer­
ing, methods, and production planning 
departments have reviewed the bills of 
material in all contracts and have de­
termined for each raw material, and 
partial or fully completed parts the ex­
tent to which they can be used by the 
company in the manufacture of its 
postwar products.
There are three general classes of in­
ventory on hand when a contract is 
terminated:
(1) Items the company can economi­
cally use;
(2) Items of no value to the company, 
but which may be used or disposed 
of economically by the services on 
other contracts;
(3) Items which cannot be used eco­
nomically by anyone and have only 
a scrap value.
At this time, I would like to say that
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there is considerable danger of over­
emphasis of the importance of the sec­
ond classification—that is, the possible 
economical use of items by the services 
of materials on hand in the finished or 
unfinished parts stage.
I quote from a recent statement by 
Mr. H. P. Isham, Chief of Purchasing, 
Termination and Renegotiation Policy, 
Army Service Forces, Chicago Ord­
nance District—a man who is widely 
recognized for his soundness and busi­
ness acumen, and who has probably 
given much thought to this subject:
“The property to be disposed of 
consists of three parts — government- 
owned equipment, raw material and 
work-in-process. The government-owned 
equipment does not enter into the 
financial settlement with the contrac­
tor or his subcontractors. In accor­
dance with our estimates, however, it 
constitutes 50% of the storage problem 
for industry and ourselves. We believe 
this half of the storage problem can 
probably be solved, without serious 
detriment to resumption of peacetime 
production. The basic raw materials 
involved in a termination, which the 
contractor cannot use or which the sup­
plier cannot take back, do not seriously 
complicate the settlement problem and 
probably constitute only 10% of the 
storage problem. Most raw materials, 
if the government fails to give shipping 
instructions thereon, can be stored in a 
corner by the manufacturer without 
serious detriment to resumption of 
peacetime activities.
“We come now to work-in-process. 
This probably involved 40% of the 
total storage problem and 60% of the 
dollars involved in settling contracts. 
Its inventorying by industry for the 
purpose of accounting and inspection 
by government and payment therefor is 
being readily accomplished. There are 
two flies in the ointment, however. First, 
the almost insuperable problem of se­
curing on the inventory forms adequate 
descriptions of all the items entering 
into work-in-process so that someone 
far removed can perform a sale from 
this inventory list. The second is the 
length of time involved in the prepara­
tion of such an exhaustive inventory, 
in its circularization, and in the various 
and sundry attempted determinations 
by everybody involved as to the proper 
disposal.
“It is the disposition of and payment 
for this work-in-process that currently 
seem to involve 60% of the dollars, 40% 
of the storage requirements and at least 
75% of the total time involved in ef­
fecting a settlement.
“Now let’s see what we are talking 
about in terms of dollars to the na­
tional economy. Figures of the Com­
mittee for Economic Development and 
published figures on total contracts 
placed and outstanding would seem to 
indicate that on a complete V-Day there 
will be $60,000,000,000 of outstanding 
contracts of which $45,000,000,000 will 
be for combat ordnance. This $45,- 
000,000,000 of contracts will probably 
be settled for $5,000,000,000. Of this 
$5,000,000,000 approximately 60% will 
be for work-in-process or a total of 
$3,000,000,000. Even if we assume the 
narrowest possible definition of raw ma­
terials and the broadest possible defini­
tion of work-in-process it is estimated 
by the Chicago Ordnance District and 
the Air Corps that at least 80% of this 
$3,000,000,000 is, or will ultimately be 
declared, unserviceable and scrap. This 
means that we are attempting to salvage 
only $600,000,000 of work-in-process. At 
best we can expect this to net only 50¢ 
on the dollar or $300,000,000. This 
$300,000,000 of possible saving may not 
even cover the expense of saving it and 
in any event is only the equivalent of 
36 hours of the expenditures for war. 
Therefore, why jeopardize the resump­
tion of civilian business by continuing 
a disposal policy that causes 75% of the 
delay and demands 40% of the storage 
requirements for nothing? Why not 
declare all work-in-process without ex­
ception to be scrap?”
It would obviously greatly hasten the 
whole reconversion procedure if some 
such practical approach, as is suggested 




Unfortunately, there seems to be no 
immediate evidence that such a policy 
will be adopted, though the argument 
for that position is undoubtedly giv­
ing emphasis to the instructions that 
the services must be courageous in giv­
ing authority to contractors to scrap 
immediately large portions of the in- 
process material. It will undoubtedly 
be much easier to obtain advance 
agreements with respect to scrapping 
inventory items than it will be to get 
such decisions quickly in the event of 
mass terminations, and I suggest that 
for advance agreements on what can 
be scrapped, a liberal policy thereon 
will do a great deal to clear up plants 
quickly when terminations come.
The predetermination of dispositions 
will bring about assured completeness 
in inventory description so that these 
inventories can be properly priced for 
determination of the gross amount of 
the claim, and prompt physical dis­
position.
In closing, let me again state that the 
procedure adopted by this company, in 
which acceptable pricing formulae and 
disposition have been predetermined 
and prearranged, is practicable for any 
company—whether prime or subcon­
tractor—and merely follows sound busi­
ness procedure. It applies the under­
lying principles of estimating used in 
setting fixed selling prices for com­
pleted items, to the variety of partially 
or fully completed parts which may be 
on hand. In substance, we have merely 
apportioned the total selling price of a 
completed item to all the materials, 
parts and operations which make up 
each product.
Negotiated Settlements of Terminated 
War Contracts
By Captain J. Harold Stewart (SC) USNR 
Executive Assistant to the Head of Cost Inspection Service, 
Bureau of Supplies and Accounts, Navy Department 
Member, American Institute of Accountants
I
t is generally recognized and 
agreed that the settlement of war 
contracts by negotiation offers the 
best avenue for speedy, fair, and final 
settlements. This is the method ordi­
narily used in settling similar commer­
cial transactions. It was recommended 
in the Baruch-Hancock Report to the 
Director of War Mobilization on Feb­
ruary 15, 1944. Furthermore, it has 
been stamped with the seal of Congres­
sional approval through the enactment 
of the Contract Settlement Act of 1944. 
Section 6(e) of that Act provides that 
termination claims shall be settled by 
agreement to the maximum extent 
feasible and the methods and standards 
established shall be designed to facili­
tate such settlements. Section 6(d) sets 
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forth the factors which are to be taken 
into account in determining fair com­
pensation for termination claims which 
are not settled by agreement, so-called 
formula settlements. The Director of 
Contract Settlement has ruled that so 
far as it is practicable to do so without 
impeding expeditious settlement, the 
factors enumerated in Section 6(d) shall 
be taken into account in the settlement 
of termination claims by agreement.
It should be noted that settlement 
by determination is unilateral by the 
government, based upon a formula. 
There may be, of course, a settlement 
by agreement which nevertheless con­
forms to the formula, all proposals 
originally having as their objective 
mutual agreement.
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Reporting forms, uniform for all 
agencies and applicable to contractors 
and subcontractors alike, have been de­
signed to develop the financial infor­
mation which should be considered as 
a basis of negotiation. Having pre­
pared and submitted the financial data 
to the appropriate war agency, the con­
tractor is in a position to begin the 
negotiation of a settlement after the 
contracting officer has had the proposal 
reviewed.
The contracting officer will have 
available to him the results of a review 
of the contractor’s proposal, by ac­
counting and other technical person­
nel. He will also, in many cases, have 
the benefit of the government’s pre­
vious experience in dealing with the 
contractor, including the knowledge 
obtained from renegotiation proceed­
ings. In a typical case, the contractor 
will have filed a proposal with respect 
to the terminated portion of his con­
tract calling for a settlement covering 
his own costs, as defined in the appli­
cable Statement of Cost Principles, 
post-termination charges, the cost of 
settling subcontractors’ claims, and an 
allowance for profit on the prepara­
tions made and work done for the ter­
minated portion of the war contract.
If the termination is a complex one, 
it will of necessity be settled in sev­
eral steps, in which case the final set­
tlement agreement will represent the 
aggregate of the several determinations 
made previously. Decisions will have 
to be made with respect to disposition 
of inventories, settlements with certain 
subcontractors, and the accounting 
treatment to be accorded the several 
elements of cost where there is a differ­
ence of opinion or interpretation. These 
decisions must be made promptly by 
individuals clothed with sufficient au­
thority to act with finality for both the 
contractor and the government. The 
war agencies are now engaged in a pro­
gram of decentralization and delega­
tion to obtain this result on the part 
of the government.
There still exists in the minds of 
many the idea that the settlement of 
terminated war contracts requires the 
precise determination of financial data. 
It is very difficult for some accountants 
to get themselves in the frame of mind 
where anything short of precision is 
acceptable. In preparing and review­
ing contractors’ proposals, some ac­
countants feel that the facts developed 
and portrayed by them should not be 
questioned. They are not always tol­
erant with those who may not agree en­
tirely with their findings. However, I 
know that you accountants of experi­
ence will agree that there are many 
accounting matters with respect to 
which honest differences of opinion be­
tween equally capable accountants ex­
ist. These differences must be resolved 
by negotiation carried on by men of 
substantial business experience capable 
of evaluating the evidence, of what­
ever nature, presented by accountants, 
engineers, lawyers, and others, which 
must form the basis of negotiation.
In a typical case, the first decisions 
made will be with respect to property 
disposal due to the pressing need for 
plant clearance. Thereafter, the con­
tracting officer and contractor can de­
vote their attention to the disposal of 
the other matters calling for decision.
The accounting review of the con­
tractor’s proposal will ordinarily result 
in the recommendation to the contract­
ing officer that certain parts of the pro­
posal should be agreed to without ques­
tion, certain other parts appear to have 
no substance whatever, and that with 
respect to the remainder, there is dif­
ference of opinion, the accountant stat­
ing his opinion and the support there­
for. The contracting officer is then in 
a position to obtain further evidence 
from whatever source he may and after 
 consultation with the contractor, he 
must reach a conclusion as to the 
amount which will fairly compensate the 
contractor for the terminated portion
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of the contract. It is obvious that this 
determination can in no case be made 
with mathematical precision and must 
represent the considered judgment of 
the contracting officer in the light of all 
the evidence before him. The contract­
ing officer and the contractor are faced 
with the problem of negotiating the 
amount of profit which should be in­
cluded in the settlement in order to in­
sure the fair compensation to which the 
contractor is entitled. The Director 
of Contract Settlement, in his Gen­
eral Regulation No. 7, has prescribed 
the policies, principles, methods, pro­
cedures, and standards to govern the 
provision for fair compensation. In 
substance this regulation provides that 
the measure of fair compensation shall 
be alike for prime and subcontractors 
and the profit should be limited to com­
pensation for preparations made and 
work done for the terminated portion 
of the contract, but subject to this limi­
tation, any reasonable method of arriv­
ing at a fair profit may be used.
The considerations which may be 
taken into account in arriving at a rea­
sonable profit, whether determined sep­
arately or as a part of a reasonable over­
all total are set forth in General Regu­
lation No. 7 which provides:
“ (1) Where satisfactory evidence is avail­
able and it is practicable to do so, one 
method of arriving at a reasonable 
profit on the terminated portion of 
the contract is as follows:
(i) Ascertain the dollar amount of 
the profit which was agreed upon or 
was contemplated by both parties at 
the time when the contract was nego­
tiated.
(ii) Allow to the contractor the 
portion of this amount determined by 
the relation between the work per­
formed by him on the terminated por­
tion of the contract and the work con­
templated by the entire contract.
(iii) The estimate of this relation­
ship does not necessarily depend on 
the percentage of the costs incurred
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on the terminated portion of the con­
tract to total estimated costs, nor on 
the percentage of materials acquired 
for this portion to total materials re­
quired. While these factors should be 
considered, emphasis should rather be 
put on the extent and difficulty of the 
work completed by the contractor (in­
cluding engineering work, production 
scheduling, planning, technical study 
and supervision, arrangement and su­
pervision of subcontracts, as well as 
other services) as compared with the 
total work required of him by the 
contract. Engineering estimates of 
percentage of completion should not 
ordinarily be required, although en­
titled to proper consideration if avail­
able.
“This principle will result in fair 
compensation in cases which involved 
the arrangement of subcontracts and 
the supervision of their performance, 
by reflecting this work in the estimate 
of the extent of completion, while at 
the same time properly avoiding the 
practice of measuring the prime con­
tractor’s profit by the amount of his 
payments to subcontractors for their 
termination claims. This principle will 
also avoid excessive compensation in 
cases where a large proportion of the 
contractor’s costs represents merely 
the acquisition of materials not proc­
essed by him.
“ (2) Another method which may be appro­
priate is to approximate the amount 
of the profit which the contractor 
would have been entitled to receive 
under the formula in his contract in 
the event of the failure of the parties 
to agree. This will be especially help­
ful in cases or classes of cases where 
it is impracticable to determine the 
amount of profit in accordance with 
principles stated in subparagraph (ii), 
or where payment of this approxima­
tion of the formula will increase speed 
of settlement, or where it appears that 
the contractor would have failed to 
realize a profit in the event of com­
pletion of the contract.”
From the foregoing, it is apparent 
that flexibility is permitted in negotiat­
ing profit allowance. This flexibility is
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necessary. The use of a pre-determined 
fixed percentage of profit based on 
costs, advocated by some, rather than a 
flexible profit based upon work per­
formed would have a strong tendency 
to emphasize further the accounting or 
bookkeeping aspects of the settlement 
by unduly accenting cost determination. 
This, I believe, should be avoided. The 
reasons which prompted the American 
Institute of Accountants to adopt a res­
olution recommending against the use 
of a fixed percentage in renegotiation 
proceedings are equally applicable 
here. Renegotiation of war contracts 
has not been conducted on the basis of 
meticulous accounting and the results, 
I think have justified the course pur­
sued. The accounting resources of war 
contractors and the government will, 
at the time of mass termination, be 
taxed to the point where meticulous 
accounting will be impossible; the dif­
ficulties will be particularly burden­
some as between prime and subcontrac­
tors.
You will note that our considerations 
so far have been directed to those nego­
tiations which are based upon a con­
sideration of costs and profit as contem­
plated by Section 6(d) of the Contract 
Settlement Act of 1944. Other bases 
for such negotiation may be developed 
by the Director of Contract Settlement 
or the contracting agencies (e.g. per­
centage of completion).
Thus far we have been concerned 
with negotiations conducted after the 
date of termination. It is neither neces­
sary nor desirable that all negotiations 
be postponed until after termination. 
It is possible that with respect to many 
elements of a contract, complete or par­
tial agreement can be reached when ne­
gotiating the contract originally or dur­
ing its performance.
One of the most encouraging recent 
developments contributing to the solu­
tion of the problem of contract ter­
mination has been the concerted effort 
of the War and Navy Departments to 
make advance preparations for termin­
ation settlements. There are many de­
cisions and actions of war contractors 
and the government which are a part 
of the settlement of terminated war 
contracts. It is highly important that 
energetic efforts be made in advance of 
actual termination to prepare for these 
decisions and actions. The responsi­
bility for such advance planning lies 
equally with war contractors and the 
contracting agencies. Contractors and 
the government must both prepare in 
advance if the termination job is to be 
completed seasonably.
It may be possible to reach a tenta­
tive agreement with respect to certain 
elements of the termination settlement 
and in some cases a formal or informal 
agreement on the basis of such pre-de­
termination may be effected. In the 
field of pre-determination, some of the 
matters which are susceptible of dispo­
sition are the following:
(1) The determination as to the extent to 
which the contractor’s inventory will 
be scrapped; what part of the inventory 
will be retained or disposed of by the 
contractor and at what values or by 
what methods such values are to be de­
termined; and what part, if any, of 
such inventory will be taken over by 
the government.
(2) The physical disposition to be made of 
inventory to which the government is 
to take title. This may include the ne­
gotiation of a satisfactory storage agree­
ment.
(3) The determination as to what special 
facilities, if any, the government will 
take title to and what disposition will 
be made of them.
(4) Rates or methods for computing fac­
tory overhead or other indirect ex­
penses of the contractor.
(5) Amounts of or methods for arriving at 
certain other expenses of the con­
tractor, such as, starting load, engineer­




(6) Rates or methods of determining the 
profit to be allowed as an element of 
the termination claim.
From the contractor’s standpoint, 
nothing is more important than plant 
clearance so that his reconversion to 
other work will be interrupted as little 
as possible. This can be materially ac­
celerated by pre-determining the physi­
cal disposition of the property in his 
hands. Pre-determination as between 
the government and prime contractors 
should set a pattern for similar pre-de­
termination between war contractors 
and their subcontractors. Agreements 
may be reached between such contrac­
tors subject to the approval of the con­
tracting officer. It may be quite pos­
sible at the time of the original pro­
curement or during the progress of the 
contract that the contractor and the 
government have a satisfactory basis 
for incorporating in the contract a liqui­
dation provision covering all or certain 
elements of the contract in the event 
of termination.
A tentative arrangement, even though 
not binding, may greatly facilitate an 
ultimate settlement. If the understand­
ing is sufficiently specific, it should be 
stated clearly in a memorandum which 
would be available in the event of ter­
mination. If the pre-determination 
settlement agreement covers some, but 
not all, contracts or certain elements, 
but not all elements of a particular set­
tlement, care must be taken to write the 
agreement with sufficient definiteness 
that the possibility of transfers of costs 
of the contractor as between contracts 
or elements of contracts is not possible. 
In the inventory field it will be possible 
in many cases to agree upon the unit 
cost of the several portions of the in­
ventory at their various stages of pro­
duction. Agreement may also be reached 
as to the values at which items shall be 
retained by the contractor or their sale 
or scrap value in the event that they 
are to be disposed of. The proper fore­
casting of the termination settlement 
will, of course, require the employ­
ment of properly qualified personnel 
as many matters must be settled, upon 
the basis of judgment.
Another matter which may be dis­
posed of in advance is that of interim 
financing. The contractor may reach 
an agreement with the contracting 
agency as to the amount of interim 
financing which he will require and the 
basis upon which it may be effected.
In pre-termination planning there are 
several other matters which should re­
ceive attention. The contractor’s ter­
mination organization should be sur­
veyed to determine its adequacy, its re­
lationship with subcontractors, and the 
extent to which the company’s termina­
tion organization is educating subcon­
tractors and attempting preliminary 
understandings.
Those industries whose product is 
produced in well defined stages, the so- 
called process industries, are particu­
larly susceptible to pre-determination 
treatment. A good example is the tex­
tile industry in which it is possible to 
pre-determine costs at certain clear cut 
stages of operation. It is likewise pos­
sible to decide in advance the stop-work 
stages of process which are most advan­
tageous to both the government and 
the contractor. In only a relatively 
small number of cases will it be pos­
sible to pre-determine the quantities 
which will form the basis of compensa­
tion for the terminated portion of the 
contract, but where sufficiently reliable 
data are available, an agreement may 
be reached as to the total dollar amount 
to be paid in event of cancellation. In 
the agreement as to costs, including 
determination of overhead and indirect 
expense, agreements can be worked out 
in many cases to be binding for a par­
ticular period of time. The extent to 
which such indirect expense applica­
tions may be fixed absolutely depends 
largely upon the length of the produc­
tion period of the contract. In my opin­
ion, the accent on pre-determination
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has the effect of counteracting the ten­
dency toward precise determination of 
costs as a basis of compensation.
It may sound strange coming from 
an accountant, but I am fearful that 
the accountants engaged in contract 
termination work will go to lengths, 
in attempting precise determinations, 
which will not be justified by the ob­
jectives sought. It will be necessary in 
working out the contract termination 
program to strike a balance between 
reckless disregard of financial facts and 
their meticulous measurements. The 
contracting officer in his negotiation 
must apply sound business standards. 
Such standards do not condone either 
the blind acceptance of contractors’ 
representations or their minute scru­
tiny, in the absence of a particular rea­
son.
It is hoped that very few contracts 
will be settled on other than a negoti­
ated basis. Existing procedures pro­
vide that parts of a contract may be 
settled finally even though agreement 
may not be possible with respect to all 
matters. However, from both the stand­
point of the government and the con­
tractor it is most desirable that the ne­
gotiation settle the terminated contract 
completely.
One particular advantage of pre-de­
termination is that decisions made in 
advance are more likely to be dispas­
sionate and objective. In many cases 
one cannot foretell the financial re­
sults which will follow. The atmosphere 
surrounding pre-determination is much 
more conducive to speedy negotiation 
than it is after termination when the 
precise results of a particular decision 
are predictable. In this connection, 
the atmosphere in which negotiations, 
either before or after termination, take 
place is all-important. There must be 
complete candor on the part of both the 
contractor and the contracting officer. 
The contractor must not approach the 
negotiation of a settlement as he would 
a horse trade. He has been given by 
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statute certain rights which insure him 
fair compensation and it is his obliga­
tion not to file claims for amounts be­
yond those genuinely due. Likewise, 
the government officer, while he can­
not approve excessive settlements, has 
the responsibility to pay not less than 
is due. If both parties cooperate, and 
as a result of experience the feeling is 
engendered that fair settlement and 
nothing more is the objective of each, 
the whole program of contract settle­
ment will progress with speed and 
finality.
The independent public accountant 
can in appropriate cases make a genu­
ine contribution to the speed and final­
ity of the negotiation. His opinions 
and representations will, I believe, be 
received by the contracting officer as 
being rendered on a professional basis 
and in consequence it is all-important 
that he maintain his professional in­
dependence. I believe that public ac­
countants generally should, before un­
dertaking a termination engagement, 
satisfy themselves that they can make a 
real contribution not otherwise obtain­
able through the contractor’s own or­
ganization. From the standpoint of his 
professional dignity, the public ac­
countant cannot afford to take the posi­
tion of the fifth wheel to a coach.
It is by now, I think, generally recog­
nized that industry must bear the prin­
cipal burden in effecting the settlement 
of war contracts. It is necessary that it 
be put on its honor if the job is to be 
done expeditiously and the ability and 
integrity with which it performs the 
task can bestow upon it lasting credit. 
Any failure to meet this test will have 
only disastrous consequences to the 
economy of the country.
The public accounting profession en­
ters this adventure in war contract ter­
mination with its reputation firmly es­
tablished in the eyes of industry, the 
government, and the general public. 
Recent evidence of this is found in lan­
guage of the Contract Settlement Act
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of 1944 which specifically authorizes 
the Director of Contract Settlement to 
employ certified public accountants to 
assist him in carrying out the objec­
tives and policies of the Act.
The reputation of the profession, 
now so firmly established, must be 
maintained. The war contract settle­
ment program offers a rare opportunity 
for the profession to demonstrate fur­
ther its capacity.
In this it must not fail.
Presentation of Terminated Contracts in 
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Introduction
A
 few years ago, when the in­
dustry and commerce of this 
country began the job of con­
verting from peacetime activities to 
dealings in implements of warfare, the 
accounting profession promptly found 
that it likewise had to convert the 
language of financial statements. Al­
most overnight, it became acquainted 
with a new jargon of accounting terms, 
each bringing new questions of presen­
tation, as the development of an “all- 
out” war brought about such concepts 
as restricted inventories, Regulation V- 
loans, excess-profits taxes, postwar re­
funds, contract renegotiation and so on.
Having suffered under the accumula­
tive weight of these wartime accounting 
problems, we find it gratifying now, and 
a relief, to be in the position of discuss­
ing the effects of terminated war con­
tracts on financial statements, because it 
implies the happy fact that we are 
nearing the reconversion back to peace. 
If the subject of the preparation of and 
the accounting for termination claims 
presents some difficult aspects it is 
nevertheless easy for us to face them for 
that one reason if for no other. Cer­
tainly the idea of termination must be 
greatly more satisfying in these United 
States than it is to the unfortunate ac­
countants who will have to deal with its 
effects in the countries of our enemies. 
To us, the forthcoming general settle­
ment of war contract claims will be just 
the “mopping up” operation that will 
follow the fact of victory.
Problems of Presentation
This article is concerned with the 
problems of financial statement presen­
tation involved in the termination, for 
the convenience of the government, of 
fixed-price supply contracts.1 It does not 
relate to terminations made for default 
of the contractor, which present prob­
lems of an entirely different nature. 
Furthermore, by way of limitation of 
scope, what is covered herein is not the 
determination of the amount of any 
claim but solely the method of presen­
tation of the known facts of a claim in 
financial statements prepared as of a 
date following cancellation. The refer­
ences to contractors’ claims against the 
government for termination are in­
tended as well to include claims arising 
for “cut-backs” or partial termina­
tions, and claims of subcontractors 
which are payable through direct con­
tractors or higher tier subcontractors.
1 The reasoning and conclusions herein in
general are applicable as well to cost-plus 
fixed-fee contracts and construction contracts, 
but in order to avoid the necessity of enumer­
ating and elaborating upon the distinctive fea­
tures of such contracts this article is written in 
the language of the fixed-price supply contract.
Termination claims arise under a 
wide variety of possible circumstances; 1*
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they may concern prime war contracts 
or subcontracts; in relation to the fi­
nances of a particular contractor, they 
may be large or small in amount; they 
may cover all of a contractor’s produc­
tion activities or only a part; they may 
involve contracts on which little or no 
production has occurred or contracts 
which are substantially near comple­
tion; they may come singly, in groups or 
as part of the general cancellation of 
contracts at the termination of the war. 
They may thus contain a great many 
variable accounting aspects in compila­
tion and settlement, but fortunately the 
adoption and use of the Uniform Ter­
mination Article2 and the enactment of 
the Contract Settlement Act8 tends to 
fix the rights of contractors with a de­
gree of statutory precision that makes it 
possible to develop general principles 
for the treatment of termination claims 
in financial statements, in the various 
stages elapsing between the time of 
termination and receipt of settlement. 
This is in contrast to the situation after 
the last war when no uniform termina­
tion law existed and apparently rights 
of contractors depended upon such in­
tangible factors as bargaining power, 
subsequent legislative grant or pro­
longed litigation.
3 Contract Settlement Act of 1944; Public Law 
No. 395, 78th Congress, 2nd Session, approved 
July 1, 1944.
4 Crowell’s Dictionary of Business and Fi­
nance.
Some of the questions which arise in 
the treatment of terminated war con­
tracts in financial statements are out­
lined in considerable detail in a state­
ment by the research department of 
the American Institute of Accountants 
which appeared in the October, 1944, 
issue of The Journal of Accountancy. 
From that article it is readily evident 
that these are the major points which 
have to be considered:
1. Is a termination a sale?
2. When does the profit on a termination 
accrue?
2 Uniform Termination Article for Fixed- 
Price Supply Contracts, dated January 8, 1944.
3. Is a termination claim a current asset?
4. Is a subcontractor’s claim a liability 
of the contractor?
Agreement in principle on these major 
questions will show the way for the inci­
dental disposition of the minor and less 
significant points which will arise.
Is a Termination a Sale?
In its usual business meaning, a sale 
is defined as “the transfer of property 
and the title to it, from an owner to 
another party, for a price.” 3 4 *To meet 
this definition, a transaction requires, 
in the language of the law textbooks, 
the existence of competent parties, 
mutual agreement, money considera­
tion, and the transfer of property and 
its title from seller to buyer.
There are some possible technical dis­
tinctions between such a definition and 
a termination claim, principally in 
these respects:
(a) The language of the Uniform Termina­
tion Article and the Contract Settle­
ment Act speaks of the termination 
settlement as the payment of "fair com­
pensation to the seller for such termina­
tion,” in the general sense of an in­
demnity. The settlement is specifically 
described not as a purchase by the gov­
ernment but as a reimbursement to the 
contractor of costs incurred on the un­
completed portion of the contract 
(with a profit allowance on work actu­
ally done).
(b) The transfer of title is incidental to a 
termination claim and is optional with 
the government. There may be no 
tangible property available for delivery 
on the date of termination, or the gov­
ernment may waive transfer of title en­
tirely or permit the contractor to retain 
title for an agreed consideration.
It might be argued that, in such light, 
the only part of the termination claim 
that should be treated as a sale is the 
amount receivable for finished articles 
ready for delivery, at the full contract 
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price. Under this narrow theory, all 
other amounts in the claim would pre­
sumably be treated as cost reimburse­
ments, the realization of which would 
be credited to the accounts originally 
charged, leaving the profit allowance on 
work partially completed as the only 
other item carried to the income state­
ment.
On the other hand, there are more 
cogent and more practical reasons for 
disregarding these minor distinctions 
and treating the entire settlement as a 
sale. For one thing, the claim derives 
from a firm sales contract, the termina­
tion being merely the exercise of a 
stated option by the buyer to conclude 
the transaction in a different form and 
at a different price than originally con­
templated. Upon cancellation the con­
tractor has performed all he is required 
to perform (except for services in re­
spect of the settlement for which he is 
entitled to further reimbursement), and 
the government’s liability to pay for his 
performance is definite, determinable 
and irrevocable, irrespective of its elec­
tion as to the method of disposition of 
the property affected. Considering the 
government’s right to take title and de­
livery, all the elements of a sale are 
present.
A claim may include items of tools, 
equipment or deferred charges properly 
reimbursable but which would not have 
been carried in the contractor’s inven­
tory at the date of cancellation. There 
seems to be no reason for distinction in 
treatment of such types of expenditures, 
as presumably they also would have 
been chargeable against costs if the con­
tract had been carried to completion. 
A claim may include amounts which 
have been previously written off, or it 
may include expenditures on a permis­
sible basis which varies from the treat­
ment on the books. A claim may include 
complex matters of cost apportion­
ments involving many expense ac­
counts; it may be grouped with other 
claims in a single settlement; and it 
may be settled by negotiation in a lump 
sum. The amount of the settlement is 
presently subject to statutory renegotia­
tion. All of these considerations give 
weight to the belief that the proper 
course is to treat the amount of the 
claim (except for subcontractors’ claims 
and post-termination expenses) as a 
sale, allowing the cost and expense 
items to find their usual places in the 
accounts. If the amount of the claim is 
material, it should be separately dis­
closed, but it does not seem either neces­
sary or feasible that the costs chargeable 
thereto be segregated, or to show the 
net amount as a profit on termination, 
and such showing (especially when res­
urrected costs are included) may posi­
tively be misleading.
Certainly this conclusion has the 
merit of simplicity and convenience.
When Does the Profit on a 
Termination Accrue?
This question opens into the entire 
field of income accrual, which suggests 
review at this point of the accepted ac­
counting rules for the recording of in­
come earned but not received. One 
quick answer might seemingly be found 
by quoting from some of our recognized 
accounting authors:
“. . . the completed sale is the accepted 
test or evidence of revenue, and among ac­
countants the rule that ‘profit belongs to 
the period of sale’ is almost axiomatic.” 5
“The generally accepted view that profits 
are realized when a sale has been made is 
supported by the fact that through sale a 
valid claim has been established against 
the purchaser. Making of the sale furnishes 
objective evidence of the profit. That is, 
after the sale has been effected the profit 
depends no longer merely on the opinion 
of the proprietor; it is manifested by an en­
forceable contract.” 6
6 Henry Rand Hatfield, Accounting—Its Prin­
ciples and Problems.
If it is proper to conclude that a ter­
mination under a government contract
5 William A. Paton, Accountants’ Handbook.
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is a sale, it would follow from these 
quotations that the time of accrual of 
profit would be on the date of termina­
tion.
There are other factors present in the 
termination problem, however, which 
deserve more analysis than is evident in 
an attempt to find such a ready-made 
solution. Revenue is not generally con­
sidered to be accruable when its amount 
is indeterminate or conjectural; in such 
cases it is generally held to be realized 
only when its amount is finally estab­
lished. This raises the important issue 
of whether the time required for com­
putation, the uncertainties of interpre­
tation or the vagaries of negotiation re­
quire that the usual rule as to accrual 
of profit be set aside. The answer is im­
portant because the time of accrual 
bears upon the income tax liability and 
affects the renegotiation position of the 
contractor. (If, as an alternative, the 
date of settlement were adopted for ac­
crual of profit, the contractor could, by 
inviting or occasioning delay, select the 
year in which such profit were includ­
ible). The accrual of profit may also 
affect sinking fund obligations, divi­
dend limitations, surplus restrictions, 
working capital warranties, and other 
contractual arrangements or financial 
policies of the contractor.
Some other factors also intrude them­
selves into the problem. One is the ques­
tion of the income tax treatment of the 
profit on termination. Another is the 
influence of the accounting convention 
that attributes virtue to conservatism, 
expressed in the rule that profits should 
not be anticipated.
Setting aside the income tax aspect 
for the moment, it seems to be logical 
to conclude that the principal deter­
minative factor accountingwise should 
be whether the amount of the claim, in­
cluding profit, can be reasonably ap­
proximated as of the date of prepara­
tion of financial statements. In the case 
of items chargeable to the contract as 
costs, the problem of calculation is sub­
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stantially no different from that usually 
involved in the valuation of inventor­
ies. The marshalling and pricing of cost 
items for the claim should be no more 
difficult in most cases than the pricing 
of an inventory; and an understanding 
of the cost limitations in the Contract 
Settlement Act and regulations issued 
pursuant thereto,7 the Termination Ac­
counting Manual8, and the Statement of 
Principles for Determining Costs under 
Terminated Contracts9 should make 
possible an approximate measurement, 
within a reasonable time after termina­
tion, of the amount of reimbursable 
costs properly includible. True, this 
determination may be complicated by 
the fact that the claim may properly 
include amounts greater than the capi­
talized or inventoried costs carried on 
the books. Finished articles are billable 
at selling price, administrative expenses, 
starting loads and other costs written 
off for interim purposes may be resur­
rected, and the methods of amortization 
may be different for claim purposes. 
Thus, the actual income ultimately to 
be taken into the accounts is the dif­
ference between the amount of the 
termination settlement and the sum of 
the inventory and other capitalized 
amounts carried on the books at the 
date of termination, which difference 
may greatly exceed the negotiated or 
statutory profit allowed as such in the 
settlement.
While it is concluded, therefore, that 
exactness may usually be substantially 
achieved in the prompt compilation of 
the cost factors in the claim (including 
resurrected costs), it must be conceded 
that the profit allowance may not be 
subject to so precise a determination.
7 Regulations issued by the Director of Con­
tract Settlement.
8 Termination Accounting Manual for Fixed- 
Price Supply Contracts (revised June 1, 1944). 
  *9 Statement of Principles for Determination of
Costs upon Termination of Government Fixed-
Price Supply Contracts: Directive Order No. 1, 
January 8, 1944, Joint Contract Termination
Board.
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Nevertheless, the principle of accrual 
does not require exactness in amount 
as it is permissible for estimated ac­
cruals to be made when they can be 
reasonably well measured. The allow­
able profit on the claim is to some ex­
tent a matter of negotiation and is 
therefore controllable by the govern­
ment. However, this amount is to be 
established on a factual basis, with some 
weight to the profit which would have 
been earned had the contract been 
carried to completion and with possibly 
some relation to past profit allowances 
on renegotiation, and it may be further 
measurable by the limits applicable in 
a formula settlement. As a matter of 
fact, it may well be argued that for 
purposes of accrual in financial state­
ments the amount of the profit allow­
ance should, in the absence of other 
data, be estimated in accordance with 
the formula provision. Certainly it 
should not be contended that the ac­
crual of such an amount of minimum 
profit should not be made because of 
the possibility that a greater amount 
might finally be received.
A great deal of experience has been 
obtained by accountants, contractors 
and government agencies in dealing 
with termination problems within the 
last year and as such experience is ac­
cumulated, it will become more and 
more easy to estimate the amount of 
recovery in a termination claim. While 
early claims were reported as having 
been reduced on the average by as 
much as 30 per cent in final settlement, 
more recent statistics indicate that the 
extent of reduction has declined mate­
rially and is approaching an average 
rate of 10 per cent. The continuance of 
the existing educational program, the 
accumulation of negotiation experi­
ence, further refinement in government 
practices, and the availability of local 
contracting agencies for precancellation 
and postcancellation conferences should 
tend to narrow this difference still more. 
The newly established procedure of 
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pre-termination discussions and agree­
ments, whereby the government and 
the contractor agree prior to termina­
tion on certain of the methods and 
ratios to be employed in the claim, will 
also help to reduce the elements of 
doubt and to shorten the time for 
calculation and for settlement; this may 
be one excellent way of eliminating 
uncertainty as to the profit percentage. 
Until recently, the income tax treat­
ment of current termination claims was 
greatly obscured because of the exis­
tence of a provision in the regulations 
which read as follows:
“Such items as claims for compensation 
under cancelled Government contracts con­
stitute income for the year in which they are 
allowed or their value is otherwise definitely 
determined, if the return is rendered on the 
accrual basis; or for the year in which re­
ceived, if the return is rendered on the basis 
of cash receipts and disbursements.”10 
This provision of the regulations had 
been in effect for many years, and was 
probably appropriate for the situation 
that existed after World War I, when 
no statute equivalent to the Contract 
Settlement Act of 1944 existed. Ter­
mination claims after World War I had 
no statutory foundation but were equit­
able claims arising out of the law of 
contracts, and settlements were the re­
sult, in many cases, of protracted negoti­
ation or litigation. That is in no way 
parallel to the position of a contractor 
holding war contracts at the present 
time, whose rights to a termination al­
lowance are fixed both by contract and 
by statute and the settlement of which 
is subject only to determination of 
amount within calculable limits.
11 T. D. 5405.
Presumably for these reasons, this sec­
tion of the regulations was amended on 
September 22, 194411 by the addition of 
the following sentence:
“In the case of a termination of a war 
contract as defined by section 3 of the Con­
nection 29.42-1 of Regulations 111. 11
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tract Settlement Act of 1944 (or the termi­
nation of any other Government contract as 
to which the right to compensation is defi­
nitely fixed and the measure thereof is 
determinable with reasonable accuracy), if 
the return is rendered on a basis other than 
cash receipts and disbursements, compensa­
tion for the termination shall, unless a dif­
ferent method of reporting is prescribed or 
approved by the Commissioner, constitute 
income for the taxable year in which falls 
the effective date of the termination, except 
that if any part of the compensation is 
attributable to cost, expenses, or losses in­
curred in a subsequent year such part of 
the compensation shall be returned as in­
come for the subsequent year.”
This seems to be perfectly logical. While 
it may ultimately be contested in the 
courts, it appears to follow a long line 
of decisions in adjudicated cases dealing 
with the subject of income accrual, in­
cluding these:
(1) Income accrues to a taxpayer when 
there arises to him a fixed or uncon­
ditional right to receive it, if there 
is a reasonable expectation that the 
right will be converted into money or 
its equivalent.12
(2) Litigation will not serve to postpone 
the accrual of income where the tax­
payer can, from his books and records, 
reasonably fix the amount recoverable 
or which he has a legal right to re­
cover.13
(3) Where the taxpayer has on its own 
books and accounts data upon which it 
could ascertain the quantum of an 
award within reasonable limits and 
where it has a clear right to such award 
by reason of a statute providing there­
fore;  the proceeds of insurance have 
been held to be income in the year of 
fire or loss. A small unsettled item will 




15 Crowninshield Shipbuilding Co., 24 BTA 
925.
Summation on this point of profit
12 Liebes & Co. vs. Comm. 90 F (2d) 932 
(CCA9, 1937).
13 Continental Tie & Lumber Co. vs. U. S. 
286 U. S. 290 76 L. Ed 1111, 52 S.Ct. 529 (1932).
14 Ibid.
accrual therefore presents the conclu­
sion that the costs and other amounts 
applicable to a termination claim can 
ordinarily be reasonably fixed within a 
relatively short time, that the profit can 
be estimated within the limits of prob­
able allowance, and that accepted prin­
ciples of accounting therefore suggest 
the treatment of the contractor’s own 
portion of the claim as an asset (in­
cluding profit) as of the date of ter­
mination. The newly amended income 
tax regulations support this conclusion.
There will undoubtedly be excep­
tional cases in which reasons will exist 
for not recording termination claims 
along these lines. Such cases can be 
dealt with as exceptions and need not 
control the general rule. It is conceiv­
able that in some instances claims for 
terminations which occur very late in a 
fiscal period will not have been pre­
pared to a point at which it will be 
possible to state the amounts closely at 
the usual time for releasing financial 
statements. In such cases the fact of ter­
mination and the estimated amounts 
involved in the accounts should be 
stated in a footnote giving the current 
status of the proceedings and some esti­
mate of the accruing profit. There will 
be other cases in which the areas of 
doubt on certain items will be such 
that no reasonable accrual can be 
made until some time after termina­
tion. In these cases the preferred pro­
cedure would be to show the amount of 
the claim exclusive of the doubtful 
items (or with some reasonable estimate 
of their outcome) and to make dis­
closure in footnotes as to such exclus­
ions and the amounts involved therein.
Is a Termination Claim a Current 
Asset?
There should not be much difference 
of opinion on this point. While there is 
a commonly accepted principle that 
claims of any kind should not be re­
corded as assets (or that in some cir­
cumstances they should be accorded a 
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non-current status in the balance sheet) 
while their validity remains to be 
proved, it does not seem that this is ap­
plicable to termination claims, in 
which, as has been said, the contractor’s 
rights, are absolute. The assets involved 
in the claim are within the ordinary 
flow of the contractor’s current busi­
ness, are usually part of the working 
capital, and the reimbursement is col­
lectible promptly. The claim may be 
assigned to a bank to secure a loan, or 
the contractor may upon request secure 
advances or partial payments for a sub­
stantial portion of the amount involved. 
It should therefore be shown as a cur­
rent asset, unless it exhibits characteris­
tics involving delay or doubt that pre­
clude it from this classification, such as 
serious disagreement indicating prob­
able litigation.
Undoubtedly, however, a termina­
tion claim (unless relatively small in 
amount) is sufficiently distinctive as a 
current asset to require separate dis­
closure under a title such as “war con­
tract termination claim receivable” or 
some equivalent. There should seem­
ingly be no requirement beyond this 
for a breakdown of the component ele­
ments of the claim. Inasmuch as the 
contractor’s right to recovery for reim­
bursable items of special equipment, de­
ferred charges, and other non-current 
items, as well as profit, is in no way 
distinguishable from his right to recov­
ery of inventory items in the claim, it 
follows that the entire amount may be 
merged in one item.
A further comment may be appropri­
ate here, to anticipate the question of 
what to do when a termination claim 
includes items which are either ad­
mittedly or likely to be controversial. 
As in the case of any current asset, this 
involves a matter of evaluation and it 
should be proper either to state the 
claim on a basis which estimates the 
probable outcome of the controversial 
points, or to state it in its full amount 
and provide there against a valuation 
reserve sufficient to reduce it to the 
equivalent net amount.
Is the Subcontractor’s Claim a 
Liability of the Contractor?
In the ordinary course prior to ter­
mination, the dealings between a con­
tractor and subcontractor are those 
usual to a purchaser and supplier and 
create the same types of liabilities. 
Upon termination, however, the rela­
tionship changes. The prime contractor 
must include in his claim against the 
government all amounts representing 
proper claims of his subcontractors. 
After he collects such amounts he is ac­
countable, but there is no requirement 
that the contractor pay the claims of 
subcontractors before he collects for 
them from the government or that he 
recognize them in any different amount. 
The fact is that the possibility of loss to 
the contractor on a subcontractor’s 
claim is extremely remote (the princi­
pal likely exception being in case of an 
overcommitment).
There being no contingent liability 
to the subcontractors in the ordinary 
case, and there being no direct liability 
in excess of the amount to be received 
from the government, there seems to be 
no reason for the accrual of subcontrac­
tors’ claims at all in the contractor’s ac­
counts. For the same reasons, it does not 
even seem necessary that any footnote 
be shown stating or estimating the 
amounts involved in subcontractors’ 
claims because such information can 
have no materiality on the financial 
statements under the circumstances. 
While the legal distinctions may be 
somewhat greater, the practical fact is 
that the contractor is substantially a 
conduit for the claims of his subcontrac­
tors, and an agent for payment to them.
Conclusion
On the basis of the conclusions 
reached on the four principal questions, 
it would seem logical to end with the 
recommendation that the rules for pres­
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entation of termination claims in finan­
cial statements be expressed as follows:
(a) On the date of termination all of the 
amounts involved in a government con­
tract which are properly includible in a 
claim become merged into a single ac­
count receivable from the United 
States Government.
(b) In any financial statements necessarily 
released prior to the completion of fig­
ures for the claim, disclosure of the fact 
of termination should be made by foot­
note with appropriate estimates of the 
accounts and amounts affected, includ­
ing the probable accrual of profit.
(c) The amount of the profit includible in 
the termination claim is accruable on 
the date of termination; it should be 
estimated as closely as possible on the 
basis of what is reasonable in the 
circumstances.
(d) Except when a termination claim has 
characteristics involving serious delay 
or doubt, the amount thereof repre­
senting the contractor’s costs and profit 
may properly be included as a current 
asset, separately identified unless rela­
tively small in amount. If the claim 
contains doubtful items or controver­
sial amounts it is appropriate to pro­
vide a valuation reserve to reduce it in 
the balance sheet to the amount be­
lieved to be collectible or to state it at 
that net amount. When the area of 
doubt with respect to any item is large, 
the item may be omitted from the ac­
count and explained in a footnote.
(e) Advance payments received by the con­
tractor from the government, whether 
received before termination as an ad­
vance on the contract or after termina­
tion as a partial payment on the claim, 
should be deducted from the amount 
carried in the balance sheet for the 
claim with appropriate notations; bank 
or other loans negotiated on the secur­
ity of the claim should, however, be 
shown as current liabilities.
(f) Regulation V loans or VT loans which 
are suspended as to maturity in whole 
or in part by reason of termination 
should be segregated from loans with 
current maturities or noted in a foot­
note.
(g) Claimable post-termination expenses 
should preferably be charged to the 
account receivable from the govern­
ment, when and as incurred.
(h) Claims of subcontractors need not 
ordinarily be shown as either an asset 
or a liability of the contractor, whether 
or not determined, and are not re­
quired to be indicated in footnotes. If 
there is doubt as to whether the govern­
ment’s responsibility fully covers the 
contractor’s obligations, however, there 
may be need for a reserve or liability 
provision.
(i) Repurchases of materials in the claim 
by the contractor need not be dealt 
with until there is an agreement as to 
the prices and amounts at which they 
are to be retained; at that time they 
should be transferred back to inventory 
at the agreed price and credited against 
the claim. Amounts received from the 
authorized disposal of inventory or 
other assets should likewise be credited 
against the claim.
(j) In the income statement the amount of 
the termination claim (excluding post­
termination expenses and claims of 
subcontractors), should preferably be 
carried to sales (reduced by any re­
serve provision), but separately dis­
closed, especially if material in amount. 
The unamortized costs chargeable to 
the claim should find their usual classi­
fication in the expense accounts.
(k) Income tax provisions and renegotia­
tion reserves should of course be ad­
justed to give effect to the recorded 
profit resulting from the termination.
(1) If a claim is ultimately settled in a 
subsequent fiscal year for an amount 
differing from that at which it is car­
ried, the difference should ordinarily 
be adjusted to income in the year of 
settlement.
(m) The fact of termination of government 
contracts may, in some instances, dis­
close the necessity of other balance 
sheet reserves for post-termination ex­
penses and losses which are not claim­
able, such as for overcommitments or 
for the costs to be incurred in realign­
ing equipment or adjusting facilities 
and space for postwar production.
These conclusions may, like all ac­
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counting rules, require intelligent ap­
plication to fit the varying facts of ex­
ceptional cases. As general principles of 
presentation, however, they have the 
advantages of simplicity and conveni­
ence to the person preparing the state­
ments and clarity to the persons read­
ing them. For the solution of problems 
of presentation, accountants can adopt 
no better objectives.
Recent Developments in Termination Cost 
Principles*
* Statements and opinions expressed in this 
article are those of the speaker and are not to 
be construed as official or as reflecting the views 
of the War Department.
By Colonel John W. McEachren
Chief, Audit Division, Office of the Fiscal Director,
Army Service Forces
Member, American Institute of Accountants
General Philosophy of the
Statement of Principles
THE statement of Cost Principles 
 issued by the Office of War Mo­
bilization on January 8, 1944, as 
part of the Uniform Termination Arti­
cle, has been amended by Regulation 
No. 5 of the Office of Contract Settle­
ment in two respects. The Statement 
was originally issued approximately six 
months before the passage of the Con­
tract Settlement Act of 1944 and the 
Director considers that, with the two 
amendments effected by the Office of 
Contract Settlement, Regulation No. 5, 
it is consonant with the intent of the 
Act to provide fair compensation. Al­
though the language in the Statement 
of Cost Principles does not conform ex­
actly to the related wording in the 
Act, it is the implementation of the cost 
principles expressed therein and is the 
standard to be followed by govern­
mental personnel in reviewing contrac­
tors’ settlement proposals. The State­
ment of Principles applies as a general 
definition of cost, regardless of the type 
of termination article incorporated in 
the contract.
A few words of comment on the two 
amendments to the Statement recently 
published by the Director of Contract 
Settlement will be in order. Subpara­
graph 3(e), dealing with the exclusion 
from termination settlements of costs 
which had been charged off in state­
ments submitted for renegotiation pur­
poses, was originally incorporated at a 
time when it seemed that the Renegoti­
ation Act would be shortly repealed. It 
became evident that the administration 
of the exclusion provision would in­
volve great complexities and as long as 
the Renegotiation Act continues to be 
in effect it does not appear necessary. 
At such time as the Renegotiation Act 
expires, the problem of the interaction 
of renegotiation settlements and ter­
mination settlements will, no doubt, be 
considered by the proper authorities. 
The director has now eliminated the re­
quirement for exclusion in termination 
settlements of costs previously charged 
off in renegotiation.
The amendment to subparagraph 
1(f) deals only with the elimination of 
the provision that the allowance for loss 
on facilities under this paragraph would 
be limited to the “adjusted basis of the 
facility for federal income tax purposes 
immediately prior to the date of ter­
mination of the contract.” This pro­
vision also involved serious administra­
tive complexities and introduced a 
principle of “tying in” tax benefits with 
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termination which is neither desirable 
nor feasible. Also, it appeared that, in 
any event, the clause would have very 
limited application and would become 
effective only in those unusual cases 
where deliveries on the contract had 
been at a rate less than the rate of 
depreciation or amortization applied to 
the facility.
The Statement of Cost Principles is 
not intended to be a detailed definition 
and it has been assumed that further 
interpretations would be necessary, al­
though none has been formally issued 
at this date. Since it has had more ex­
perience with terminations than the 
other agencies, there has been a greater 
opportunity for the War Department 
to ascertain the problems of accounting 
technique which will be commonly en­
countered in arriving at termination 
settlements. Some of these will be dis­
cussed today. As it is impossible to cover 
them all, those which have been selected 
are of the more common types.
The Statement of Cost Principles con­
sists essentially of broad principles giv­
ing substantial emphasis to recognized 
commercial accounting practices. It also 
enumerates costs which are includible 
in termination settlements, but in re­
spect to which it was desired to remove 
any doubt and certain others are listed 
to state specific qualifications. Not 
many costs are excluded and it is clearly 
brought out that the failure specifically 
to mention any item of cost is not in­
tended to imply that it should be in­
cluded or excluded.
The necessity of applying a common 
set of principles, both to prime and sub­
contracts, was kept in mind in drafting 
the Statement of Cost Principles.
The phrase in the Statement of Cost 
Principles “The costs contemplated by 
this statement of principles are those 
sanctioned by recognized commercial 
accounting practices” is intended to es­
tablish the usual commercial concept of 
cost as distinguished from the narrower 
concept such as that applied to cost­
85
plus-a-fixed-fee contracts. It was in­
tended to provide generally for those 
types of expenditures which a prudent 
contractor would be justified in consid­
ering when establishing his contract bid 
price.
Obviously, a cost cannot be consid­
ered as “recognized” if the only 
evidence available is that the one con­
tractor concerned has consistently 
recognized the particular type of ex­
penditure as cost. It is essential that it 
be recognized by a representative num­
ber of similar enterprises and objec­
tively by qualified accountants to bring 
the expenditure within the intent of 
the language.
Another phrase in the statement of 
cost principles provides for “costs in­
curred which are reasonably necessary 
for the performance of the contract.” 
The words “reasonably necessary” are 
not intended to be interpreted as al­
lowing only those costs which are in­
curred exclusively for the contract and 
are inescapable if the contract is to be 
performed. They are not intended to be 
interpreted as if the contract were a 
single venture. On the contrary, they 
mean that any costs incurred in good 
faith are to be considered, including 
those incurred for the business as a. 
whole. The words mean that costs are 
to be considered in the light of a going 
concern which was in business prior to 
the emergency and will continue in 
business thereafter.
Paragraph 1 of the Statement of Prin­
ciples emphasizes the fact that we are 
dealing largely with what is commonly 
known as cost accounting, involving 
the allocation and apportionment to 
particular work of the costs of the 
whole enterprise. We are, therefore, 
dealing with recognized accounting 
practices in connection with the alloca­
tion and apportionment of costs as 
distinguished from practices dealing 
with the presentation of the annual 
accounts of the enterprise as a whole.
In respect to allocation and appor-
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tionment of costs, the term recognized 
accounting practices implies here also 
that there must be recognition broader 
than that of the particular contractor; 
that there is no single practice to be 
applied to a particular type of cost in 
all cases and that various contractors 
may each use different methods suitable 
to the individual circumstances. Ob­
viously, an accounting practice must be 
sound to make it acceptable and if the 
practice is recognized to a satisfactory 
extent it is strong evidence of its sound­
ness. Termination settlements, how­
ever, by their almost unique nature 
and magnitude make it impractical to 
accept, in all cases, certain accounting 
practices which are recognized in the 
usual peacetime operations. The In­
stitute, in a recent publication, has 
mentioned the highly special character­
istics of these settlements. To illustrate 
the special nature of termination ac­
counting as contrasted with normal 
peacetime accounting, I have selected 
several types of costs which require spe­
cial treatment or more than usual 
attention.
Administrative Expense
The inclusion of administrative ex­
pense in termination settlements off­
hand appears to be one of the simpler 
procedures, but experience has already 
posed some difficult questions in this 
respect.
It is desirable first to have a clear 
understanding as to the types of costs 
to be classified as administrative ex­
pense since there appears to be a great 
lack of uniformity in this respect in in­
dustry. For our present purpose, ad­
ministrative expense includes such costs 
as the compensation and other expenses 
of the officers and the office staff 
charged with the general administra­
tion of the business, professional fees, 
financial and other general corporate 
expenses. It does not include such costs 
as those of the purchasing department, 
cost department, factory pay roll de­
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partment, traffic department or general 
expenses which are of a manufacturing 
or engineering nature. Also it does not 
include such expenses as research and 
development, advertising or selling. Ad­
ministrative expense should be com­
paratively small in relation to the total 
of other costs.
In normal commercial cost account­
ing, this expense is typically applied as 
a percentage of total manufacturing 
costs, inclusive of material, direct labor, 
and manufacturing and engineering 
overhead. While such a method has the 
merit of simplicity and may give suffi­
ciently accurate results in normal cost­
ing in many cases, this may not be true 
when we deal with termination settle­
ments. It may safely be said that no 
wholly satisfactory method of applying 
administrative expense to product or 
contract costs in peacetime operations 
has been developed and it is quite un­
likely that a precise method, easy to 
apply, will be evolved in connection 
with termination accounting. It appears 
to be a problem of finding some simple 
method which departs as little as possi­
ble from correct accounting theory and 
yet gives reasonably equitable results.
Even in peacetime commercial cost 
accounting, there is considerable doubt 
that administrative expense is always 
properly applied as a percentage of 
total manufacturing costs including 
material purchase costs. It is quite evi­
dent that the mere investment of money 
in the purchase of material as distin­
guished from the other aspects of its 
acquisition involves only a fraction of 
the administrative function. The en­
gineering, purchasing, receiving, inspec­
tion, handling and storage activities 
necessitated by the material’s physical 
characteristics do not necessarily bear 
any relation to the purchase price, but 
these are the functions which largely 
control the administrative attention 
necessary in connection with the ac­
quisition of materials. The costs of these 
functions are properly includible in the
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base costs to which administrative ex­
pense may be applied.
A basis which appears to be consid­
erably more accurate is the application 
of administrative expense as a percent­
age of conversion costs, that is, direct 
labor and engineering and manufactur­
ing overhead including the costs of the 
functions previously mentioned but ex­
cluding the purchase cost of materials. 
This method admittedly is not entirely 
correct since it disregards the element 
of investment in the purchase cost of 
materials and whatever commensurate 
risk there may be. It appears wholly 
impracticable, however, to determine 
with any degree of accuracy the com­
paratively small segment of adminis­
trative expense which could be sepa­
rated out and properly applied to this 
element. The application of adminis­
trative expense as a percentage of con­
version costs obviously will result in a 
considerably higher percentage rate 
than is the case when material costs 
are included in the base.
In the usual commercial situation, 
the question as to whether the purchase 
cost of material is to be included or ex­
cluded from the base for the applica­
tion of administrative expense is of any 
consequence only when some products 
or contracts have a high proportion of 
material purchase cost and others have 
a low proportion as compared with the 
average for the business as a whole. In 
many instances, there is so little varia­
tion that no substantial differences in 
the application of administrative ex­
pense would result. This may also be 
true in many termination settlements, al­
though, as a general rule, termination 
settlement proposals of a particular con­
tractor, since they represent unproc­
essed material and work in process, will 
include a higher proportion of material 
costs than the average of all his finished 
products manufactured. The extreme 
situation is presented when the entire 
proposal deals only with material costs.
The inclusion of terminations of 
purchase orders and subcontracts as a 
factor in the base to which a full rate 
of administrative expense is applied 
would so increase the proportion of the 
material element in the settlement pro­
posals generally as to make them unac­
ceptable. It is obvious that administra­
tive expense does not vary directly with 
the amounts paid to subcontractors in 
settlement of their claims. In fact, it 
may be more nearly true to say that it 
varies almost in inverse ratio. For ex­
ample, if a prime contractor did not 
attempt to work out a diversion of the 
material covered by a subcontractor’s 
claim and instead approved a settle­
ment for $5,000 which could have been 
avoided, this inaction certainly does not 
entitle the contractor to administrative 
expense on this amount. The truth of 
this statement becomes even more evi­
dent when we consider, in contrast, the 
case of a contractor who works assidu­
ously to divert the subcontractor’s ma­
terial and succeeds in working out a 
no-cost claim, thereby depriving himself 
of any administrative expense in con­
nection with this particular claim. The 
undesirability of a policy of applying 
costs in proportion to payments to sub­
contractors is further emphasized if 
other expenses, in addition to adminis­
trative, were so treated.
The method of applying administra­
tive expense as a percentage of conver­
sion costs, however, while not uncom­
mon, is not generally followed by in­
dustry because it has not usually been 
necessary and it is undesirable to re­
quire that this method be followed in 
termination except in those cases where 
the application of administrative ex­
pense to all manufacturing costs, in­
cluding the purchase costs of materials, 
clearly is not acceptable, even though 
no administrative costs are applied to 
subcontract terminations. Such unac­
ceptable situations ordinarily will arise 
only in those cases where there is a 
particularly high proportion of mate­
rial costs in the settlement proposal. In 
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these exceptional cases, it may be neces­
sary to recompute the administrative 
overhead rate as a percentage of con­
version costs and apply it only to such 
costs to the extent that they are in­
cluded in the settlement proposal.
In summary it may be said that, in 
many cases, possibly the majority, the 
application of the full rate of adminis­
trative expense to all of the contractor’s 
own costs, including material purchase 
costs, but excluding subcontractor’s ter­
minations will probably be acceptable 
to the contracting officer. In other cases, 
the proportion of material purchase 
costs may appear too high and a rate 
lower than the full rate of administra­
tive expense will appear more appro­
priate. If a contractor wishes to com­
pute administrative expense as a rate 
on conversion costs, such a method ap­
pears acceptable and in an unusual 
case, the contracting officer might re­
quest a computation on the conversion 
cost basis. It will be necessary to negoti­
ate a fair rate of administrative expense 
in some cases without attempting a pre­
cise accounting determination.
It should be emphasized that nothing 
which has been said in reference to the 
application of administrative expense 
to subcontractor terminations is in­
tended to imply the exclusion of the 
actual costs involved in settling subcon­
tractor claims as defined in subpara­
graph l(k) of the Statement of Cost 
Principles which provides for the in­
clusion of “Reasonable accounting, 
legal, clerical and other expenses neces­
sary in connection with the termination 
and settlement of the contract and sub­
contracts and purchase orders there­
under. . . .”
It should also be said that this dis­
cussion of administrative expense is in­
applicable to contractors who are dis­
tributors and not manufacturers.
Rejects
Another element of cost which is very 
common and is deceptively simple at 
first thought is the matter of rejects or 
defective items in connection with set­
tlement proposals determined on the 
inventory basis. The conclusion might 
easily be reached that all defective work 
should be excluded from the proposal 
but perfection appears an unreasonably 
high standard and some defective work 
must be considered as the normal oc­
currence in any manufacturing opera­
tion.
There are at least two common meth­
ods of treating defective work in costs. 
The most common is probably the in­
clusion of defective work costs in the 
unit cost of the good product by charg­
ing all direct labor, including that per­
formed on the defective pieces, to the 
same account and dividing the accumu­
lated total by only the good pieces pro­
duced. Material is treated in a similar 
manner. The other method, which is 
somewhat less common, is to charge 
into the overhead account the labor 
and material loss resulting from defec­
tive work. Under the first method, the 
defective work costs are definitely iden­
tified with individual job or produc­
tion costs while under the second 
method they are, in effect, averaged 
over all jobs or products.
Under either method, the cost of the 
good pieces listed in the termination 
inventory includes the cost of defective 
work and a duplication results if de­
fective pieces which are not reworkable 
are listed in the inventory and priced.
It might appear offhand that no dis­
tinction should be made between items 
of inventory which are defective but 
which can be reworked with a reason­
able amount of cost and those items 
which are defective and cannot be re­
worked at reasonable expense. It seems 
obvious, however, that it would not be 
fair to disallow the full cost of a part 
which, had it been reworked before 
termination, would have been a good 
piece and properly includible. If one 
agrees that reworkable parts are includ­
ible, it is natural to think of discount­
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ing the cost of such parts to allow for 
the expense of reworking. This proce­
dure is inapplicable because we are not 
dealing with the valuation of inventory 
but rather the computation of the cost 
of the contract applicable to the work 
done on the terminated portion of the 
contract. Had the defective piece been 
reworked prior to termination, the cost 
of reworking would have been includ­
ible. So long, therefore, as the rework­
able pieces are counted as good pieces 
in determining unit production costs, 
they are properly includible in the in­
ventory set forth in the settlement pro­
posal.
The position might be taken that de­
fective pieces which are not reworkable 
could also be included in the inventory 
and priced if all pieces produced, both 
good and bad, were divided into the 
material and labor cost amounts in or­
der to determine unit costs. This 
method, however, is rarely followed in 
practice and leads to the excessive ap­
plication of scrap to the terminated 
portion of the contract. Present indica­
tions are that these potential difficulties 
make it undesirable to recognize such a 
method in presenting settlement pro­
posals on the inventory basis.
The problem of rejects is not simi­
larly present in proposals prepared on 
the total cost basis since the settlement 
is not based on a priced inventory.
Inventory Pricing
It is strongly implied in the State­
ment of Cost Principles that different 
practices may be applied to a particular 
type of cost by different contractors, all 
of which may be acceptable.
In connection with the pricing of in­
ventories, there are at least five com­
mon methods of pricing: first-in, first­
out; average cost; last-in, first-out; stand­
ard cost and specific identification.
A contractor is not irrevocably bound 
to prepare a settlement proposal by ex­
actly the same accounting practices he 
follows in keeping his accounts. His ac­
counting system was established for the 
purpose of the control of costs and 
other purposes which may make his 
system unsuitable when applied to the 
preparation of settlement proposals.
The recognition of the fact that there 
may be more than one acceptable ac­
counting procedure in the computation 
of a particular item of cost does not 
mean, in the case of the various proced­
ures of inventory pricing, that the con­
tractor, regardless of the procedure 
which he has previously followed, may 
select the one method out of the five 
methods mentioned which gives him 
the greatest recovery.
In view of all of these matters, there 
is considerable justification in connec­
tion with inventory pricing for estab­
lishing a rule that the method of in­
ventory pricing consistently followed 
by a contractor should, generally, be 
used.
There are several types of situations, 
however, which indicate the need of a 
measure of acceptability and for this 
purpose it seems desirable to select the 
first-in, first-out method since it is the 
simplest method to use if it becomes 
necessary to apply a standard. One type 
of situation requiring a measure of ac­
ceptability will occur when there has 
been, apparently, no consistent method 
of pricing. It may also be necessary to 
use the first-in, first-out convention to 
check the acceptability of the prices 
used under an average cost method and 
in unusual cases to test the propriety 
of pricing on a specific identification 
basis.
It is anticipated that in the great ma­
jority of cases, it will not be necessary 
for governmental personnel to require 
any recomputation of inventory pricing. 
It is desirable, however, to establish 
the fact that the existence of alternative 
acceptable methods of inventory pric­
ing as sanctioned by recognized ac­
counting practices, does not establish 
the right of a contractor to select the 
one method which in the particular 
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circumstances will give him the great­
est dollar recovery regardless of the 
method he has been using.
The subjects commented upon are 
only a few of those which could well 
be discussed here but sufficient time is 
not available and the soporific effect of 
any technical paper cannot be disre­
garded. It is hoped that a medium will 
be available before long to convey to 
all those interested some guidance on 
these matters of accounting technique.
Responsibilities of the Certified Public Accountant 
In War Contract Termination
By John B. Inglis, New York
Member, Committee on Termination of War Contracts,
American Institute of Accountants
The Contract Settlement Act of 
1944 and the regulations and 
manuals dealing with contract 
termination lay down the general prin­
ciples to be observed in making con­
tract settlements but leave the Director 
of Contract Settlement and the various 
government agencies considerable lati­
tude in working out procedures. Under 
the Act, fair compensation may be 
based on actual standard average or 
estimated costs, or on a percentage of 
the contract price based on the esti­
mated percentage of completion of 
work under the terminated contract, or 
any other equitable basis the agency 
deems appropriate. The method which 
will be used where agreement can be 
reached between the contractor and the 
contracting agency is generally de­
scribed as the negotiated settlement. 
Where agreement cannot be reached, 
the contracting agency will follow what 
is known as the formula method. The 
Contract Settlement Act of 1944 pre­
scribes certain cost principles which are 
applicable for determining fair com­
pensation for termination claims under 
the formula method. These cost prin­
ciples are sufficiently broad as to be 
applicable to cost data forming the 
basis of a negotiated settlement pro­
posal. The procedures followed by the 
War Department embodying these cost 
principles in termination of contracts 
have been set forth in Procurement 
Regulation No. 15, which is now in 
process of revision by the Army and 
Navy and will shortly be superseded by 
a new manual to be entitled “Termina­
tion Regulations.”
Fortunately, from the point of view 
of accountants, and very wisely, from 
the point of view of the agencies, the 
Act and the termination manuals do 
not contain any mandatory requirement 
for the certification by certified public 
accountants of cost data included in 
termination proposals. It would obvi­
ously be impracticable and would seri­
ously delay settlements if all cost data 
were required to be examined by cer­
tified public accountants. The question 
as to whether cost data should or should 
not be examined by public accountants 
has wisely been left largely to the judg­
ment of the principal termination of­
ficers of the government agencies. To 
date these officers appear to have fol­
lowed the sound policy of requesting 
independent examination of cost data 
only when they consider it to be essen­
tial, particularly where some trouble­
some questions are involved.
To a greater extent, the services of 
public accountants are being utilized 
to advise clients regarding the prepara­
tion of settlement proposals which are 
not required to be certified. The pro­
fession has an opportunity of assisting 
materially in speeding up the deter­
mination of settlement proposals, 
40
Responsibilities of the Certified Public Accountant In War Contract Termination
thereby assisting the government agen­
cies in their difficult task and our cli­
ents in the liquidation of their wartime 
business. The agencies are anxious to 
reduce the processing of settlement pro­
posals, and particularly the field audit 
of cost data, to the minimum, but can 
do so only if sufficient data are filed 
with each proposal. The government 
agencies, I am informed, would like to 
confine their review of settlement pro­
posals in so far as possible to an office 
review, but I understand that to date 
they have been unable to reach this 
objective because the data filed have 
been inadequate. Accountants should 
realize that termination officers must 
obtain sufficient data for their files to 
substantiate the settlement proposal. 
Most large and many medium-sized 
companies having any substantial 
amount of war work have by now es­
tablished well-organized termination 
departments, so that their proposals 
should be presented in good order. 
There are, however, as we all know, 
many small companies and some larger 
companies with but few war contracts 
which are not equipped to prepare set­
tlement proposals. Some of these com­
panies have adequate accounting per­
sonnel to prepare settlement proposals 
with proper advice by their indepen­
dent accountants but many do not have 
such personnel and therefore must rely 
on their independent accountants to 
prepare the proposals for them. Since 
many of these companies do not have 
adequate cost accounting systems, the 
preparation of their settlement pro­
posals involves considerable difficulties. 
It is in assisting these companies that 
accountants can be of particular help.
Although this may sound trite, ac­
countants cannot properly assist their 
clients in preparing settlement propo­
sals unless they are thoroughly familiar 
with the termination manuals and reg­
ulations issued by the government 
agencies. The standard forms of settle­
ment proposal recently issued by the 
Office of Contract Settlement are sim­
ple and well devised and should pre­
sent no difficulties to accountants. The 
Schedule of Accounting Information 
(Form 3) to be filed with settlement 
proposals should receive particular at­
tention. According to the instructions, 
this form is provided to facilitate ac­
counting reviews of settlement propo­
sals and whenever possible to enable 
reviews to be made without field ex­
amination. Since one of the questions 
on this form is whether the accounts 
of the company have been subject to 
periodic examination by independent 
public accountants, it would appear 
that the contracting agencies may give 
some weight to such examinations in 
their review of termination proposals.
Assuming that the public accountant 
is thoroughly familiar with these man­
uals and regulations, he can and should 
at least discuss the following matters 
with his client prior to termination:
(1) It has been suggested by the gov­
ernment agencies that, if it has not 
already been done, the contractor 
should arrange with the contract­
ing officer to have the standard ter­
mination clause inserted in his con­
tracts. This will expedite settle­
ment.
(2) Any modifications in the original 
contract, such as engineering 
changes and cut-backs in quantities 
ordered, should be reviewed to as­
certain if a claim for loss or damage 
should be filed immediately or 
whether the contractor should ne­
gotiate with the contracting agency 
for an adjustment in the contract 
price. In cases where claims have 
not been filed, losses of this nature 
have not been allowed as part of 
subsequent termination settlement 
proposals.
(3) The possibility of predetermination 
in advance of contract termination 
of the basis of fair compensation 
should be discussed with the con­
tracting agency. Recent regulations 
issued by the Director of Contract 
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Settlement prescribe broad general 
policies and principles relative to 
pre-termination agreements.
(4) The accountant should, of course, 
advise the contractor of the pro­
cedures to be followed on receipt 
of notice of termination, as pre­
scribed in the termination manuals.
After receipt of notice of termination, 
the accountant may advise the client 
regarding the preparation of the settle­
ment proposal or, if the client’s account­
ing personnel is inadequate, may pre­
pare the proposal at the request of the 
client.
If the accountant prepares the set­
tlement proposal, it is suggested that 
an understanding be reached with the 
termination officer as to the extent of 
his work, so that the question of the 
propriety of the accountant’s fee as a 
proper termination expense is not sub­
sequently questioned by the termina­
tion officer.
In advising the client or in prepar­
ing the settlement proposal, the public 
accountant can help to speed the settle­
ment by adhering to the following sim­
ple principles:
(1) Prepare the settlement proposal 
carefully and see that all material 
facts and all required information 
are included.
(2) Advise the client not to include un­
reasonable items in his settlement 
proposal or to claim an unreason­
able profit. In my opinion, a per­
centage of profit of not more than 
the indicated rate that would have 
been earned had the contract been 
completed, or a rate at least equal 
to that allowed in a prior year’s re­
negotiation proceedings, might rea­
sonably be claimed.
As I indicated earlier in this paper, 
the preparation of a settlement propo­
sal for a small company with inadequate 
records is a difficult task. In many cases 
it will be necessary to build up figures 
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from purchase orders, vouchers and 
payroll records to arrive at the costs 
includible in the proposal. Where this 
procedure has been followed, a state­
ment should be included in the sched­
ules filed with the proposal describing 
the basis upon which it has been pre­
pared. In some of these cases it may be 
desirable to advise the termination of­
ficer in advance of the proposed pro­
cedures.
Since there may be many cases where 
detailed cost records are not main­
tained and since many of you may be 
faced with similar cases, I am going to 
describe in some detail the procedures 
followed in ascertaining some of the 
costs included in a settlement proposal 
on the total cost basis:
Direct Materials
The contractor maintained a job order 
cost system which was adequate for general 
accounting purposes but was not sufficiently 
detailed to provide the costs of direct ma­
terials includible in the claim.
The bills of material covering the units 
to be produced under contract were used, 
in the compilation of direct material costs, 
as a control for the quantities required to 
produce those units, since the purchasing 
department of the contractor ordered ma­
terial according to the requirements indi­
cated by such bills of material. Most items 
were specially purchased for each job; others 
were normally carried in stock, but not in 
sufficient quantities to fill the requirements 
of the contract. Purchase orders reflected job 
order numbers of the contractor; accord­
ingly, vendors’ invoices bore the same num­
bers and could be readily identified with 
the job for which the material was ordered.
In the compilation of the costs of direct 
materials, vendors’ invoices, for those items 
ordered specially for the contract, were 
summarized and recapitulated in bill of 
material order. The recapitulation included 
the total cost of the quantities required for 
each unit and of the quantities of materials 
applicable to the uncompleted portion of 
the contract, representing the inventory at 
date of termination.
For items such as bolts, nuts, pins, bar 
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steel, etc., quantities applicable to the con­
tract were determined, again in bill of ma­
terial order, by means of a physical inven­
tory taken as of the date of termination. 
The quantities of such items included in 
the inventory were added to the quantities 
required for the completed portion of the 
contract, thus determining the total quan­
tities purchased or taken from stock. Such 
quantities were valued at average purchase 
costs to determine the total material cost 
thereof.
Materials processed by the company for 
this contract were valued at material cost 
only, the cost of processing being included 
in direct labor costs and indirect factory 
expenses in this claim.
The cost of machining and fabricating 
contractor-owned materials by subcontrac­
tors was included as direct material costs.
Freight on incoming materials was in­
cluded as direct material costs when deter­
minable.
All trade discounts were deducted in com­
puting the cost of direct materials. An over­
all percentage of cash discounts was de­
ducted, based on the discounts allowable, 
and the fact that the company may not 
have taken advantage of all discounts was 
disregarded.
Direct Labor
Under the system followed by the com­
pany, direct labor costs were accumulated 
by operations, assemblies and jobs but unit 
costs for component parts in various stages 
of production were not determinable. A 
summary of such labor costs applying to 
the various sections of the contract was in­
cluded in the proposal but, since costs of 
component parts were not determinable, 
they were not furnished.
Indirect Factory Expenses
The rate of overhead applicable to the 
contract was based on a study made of the 
relation of labor costs to indirect factory 
expenses for the preceding year.
Selling, General and Administrative 
Expenses
These expenses were allocated to the con­
tract on the basis of the percentage of such 
expenses to cost of sales for the preceding 
year.
The schedules filed with this settlement 
proposal contained a full description of the 
methods followed in ascertaining these ex­
penses.
I have discussed the mechanics of the 
preparation of this settlement proposal 
in some detail because I feel that my 
subject, “Responsibilities of the Cer­
tified Public Accountant,” deals not 
only with the responsibility for cost 
data included in claims on which the 
public accountant expresses an opinion 
but also for settlement proposals which 
he prepares himself or which are pre­
pared with his assistance.
What are the certified public ac­
countant’s responsibilities when his 
work is confined to assisting or advis­
ing the client in the preparation of a 
settlement proposal? While this work 
does not involve the expression of an 
opinion by the accountant, he will be 
undertaking it, in most cases, with the 
knowledge of the termination officer. 
The termination officers look to the 
public accountants to approach this 
work from a professional point of view, 
so the profession will be judged accord­
ingly. I believe termination officers feel 
that they can attach considerable im­
portance to the views of a contractor’s 
independent accountants as to matters 
of accounting principle involved in the 
cost data, even though the accountant 
does not express his views in writing. 
Although an accountant is not acting 
as an auditor when he undertakes work 
of this character, he is regarded by ter­
mination officers as an independent 
public accountant and as such he must 
maintain his reputation for indepen­
dence. The best interests of our pro­
fession and clients will therefore be 
served if we approach this work as ob­
jectively as possible. It will delay the 
settlement of our clients’ settlement 
proposals and will hurt the reputation 
of the profession if we advise them to 
claim the limit of everything. Because 
I think it is appropriate at this point 
and needs emphasis, I am going to 
quote a paragraph from Mr. Victor H.
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Stempf’s letter of April 5, 1944 to mem­
bers of the Institute:
“While quite properly assisting his 
client in preparing a termination pro­
posal which will include all elements 
of cost which there is a legitimate basis 
for claiming, the independent account­
ant will be expected to see that all ma­
terial facts are disclosed. He should 
fully recognize his responsibility to the 
public in view of the tremendously im­
portant economic considerations in­
volved in war contract terminations.”
Now what is the certified public ac­
countant’s responsibility when he re­
ports on the cost data included in a 
claim? Anticipating that the services of 
certified public accountants would be 
required, the Committee on Auditing 
Procedure of the Institute in Decem­
ber, 1943, issued its Bulletin No. 20 on 
“Examination of Contractors’ State­
ments of Proposed Settlements.” While 
this bulletin was issued before the en­
actment of the Contract Settlement Act 
of 1944, the principles expressed therein 
are even more applicable today and 
should be followed by all public ac­
countants engaged in certifying or pre­
paring cost data for settlement propo­
sals. It merits re-reading by all those 
actively engaged in such work.
A further statement of the certified 
public accountant’s responsibility for 
his work on termination proposals was 
made by Mr. Victor H. Stempf in his 
letter of April 5, 1944, to which I have 
already referred. This statement was 
issued partly as a result of the increas­
ing importance of the work of account­
ants on termination proposals and 
partly, unfortunately, because there 
had been some criticism of the account­
ants’ reports. I am going to quote what 
I think is a very important statement 
from this letter dealing with the ac­
countant’s report:
“Reports on termination engage­
ments must necessarily differ from the 
conventional short form of auditor’s re­
port, customarily appended to balance- 
sheets and income statements; they 
should explain, when necessary, the 
bases on which items of cost are stated. 
It is clearly our duty in examinations 
related to terminations, as in our usual 
audit work, to disclose all material facts. 
Recognized commercial accounting 
practices’ are the basic standard set by 
the government for determination of 
admissible costs. This is a matter on 
which professional accountants are par­
ticularly qualified to pass. In addition, 
specific rules on admissibility of certain 
costs have been promulgated. Devia­
tion from recognized practices and from 
such specific rules should be disclosed.”
Since it is pertinent to the work of 
professional accountants on termina­
tion claims and expresses the viewpoint 
of the Council of the Institute on the 
responsibility of accountants for report­
ing on statements for government agen­
cies, I am going to quote part of a para­
graph from the report of the Council 
of the Institute on the Associated Gas 
case, which reads as follows:
“When accountants are called upon 
to report upon or certify statements 
prepared for the purpose of meeting 
requirements of government agencies, 
the accountant undertaking the exami­
nation is charged with the responsi­
bility of familiarizing himself with the 
requirements of the agency. If he fails 
to do so, or if he finds that these re­
quirements have not been fairly met 
in the statement submitted to him for 
confirmation and he issues a report in 
which he fails to state the facts and to 
take a clear exception, he may prop­
erly be subject to discipline under the 
provisions of the Institute’s by-laws just 
as fully as if the statements failed to 
conform to accepted accounting prin­
ciples laid down by the Institute itself.”
The scope of the accountant’s report 
is, I think, so important and is so well 
outlined in the bulletin of the Insti­
tute’s Committee on Auditing Proce­
dure that its views are worth repeating:
“The committee believes that any 
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letter or report, whether based upon a 
review or a more comprehensive ex­
amination, should include at least the 
following:
1. A description of the scope of the review 
or the examination, stated in reasonably 
comprehensive form, though without un­
necessary detail.
2. A reference to any previous examination 
which the independent public account­
ant may have made of the financial state­
ments of the contractor or subcontrac­
tor, including a general description of 
the scope similar to that set forth in the 
periodic reports on such examinations. 
Such a reference should aid in establish­
ing the general credibility of the con­
tractor’s accounts.
3. A statement regarding the treatment of 
any items which the independent public 
accountant considers to be unsupported 
by recognized accounting practices or 
otherwise sufficiently within the area of 
uncertainty to require disclosure.
“In general, disclosure of all material 
facts including accounting practices 
used, basis of allocation, etc., should be 
set forth in the statements or schedules 
by notation or otherwise, as the state­
ments would be incomplete without 
such information. If such disclosure is 
not made, corresponding information 
should be set forth in the report of the 
independent public accountant, but it 
does not seem appropriate that such 
factual information should be set forth 
only in the report.”
The general principle of disclosure 
of all material facts, which has been so 
well established in presenting reports 
to stockholders and to the Securities 
and Exchange Commission, is even 
more important in settlement propo­
sals. It should be emphasized that the 
accountant should disclose in his re­
port any of the cost items included in 
the settlement proposal which are at 
variance with the Termination Cost 
Memoranda which may be issued by 
the Office of Contract Settlement. The 
information contained in the statements 
and schedules covered by the indepen­
dent accountant’s report should be ade­
quate, so that the review of the claim 
by the government agencies can be re­
duced to a minimum. The accountant’s 
report should cover all items included 
in the proposal with the exception of 
the amount of profit, which, obviously, 
is a subject for negotiation between the 
contractor and termination officer.
The accountant’s report should in­
clude a statement as to whether or not 
he has observed physical inventories. 
I believe he should do so whenever 
practicable, but he obviously cannot 
accept responsibility for the quality 
and condition of the inventory. I men­
tion this because I understand one ter­
mination officer recently requested a 
firm of public accountants to accept 
such responsibility. Of course, they 
could not and did not accept this re­
sponsibility.
If he has not observed the physical 
inventory, the independent account­
ant’s report should include a statement 
of what has been done. In cases where 
a representative of the contracting of­
ficer is present at the taking of the in­
ventory and the accountant is not there, 
he should say so in his report. In lieu 
of observing the physical inventory, the 
accountant might make some physical 
tests of the quantities shown in the set­
tlement proposal and check them 
against the company’s records. There 
are cases where an accountant exam­
ines the accounts of a company each 
year and does not receive instructions 
to examine a settlement proposal until 
sometime after termination. If he is 
satisfied as to the company’s internal 
accounting control, he might merely 
check the quantities shown in the pro­
posal against the company’s records, 
provided he states exactly what he has 
done in his report.
In preparing cost data for a settle­
ment proposal, it has frequently been 
found that the basis of accounting or­
dinarily followed by a company is
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inappropriate and that some other ac­
counting basis would be more accept­
able. If a different basis than that 
ordinarily used is followed, a statement 
to that effect and the reasons for such 
use should be made in the accountant’s 
report or the schedules. Overhead is 
one of the items which often justifies 
a different treatment in a termination 
claim than that used in the company’s 
accounts. For example, in the case of 
a company using a standard cost sys­
tem, overhead included in costs for a 
settlement proposal should be adjusted 
from standard to actual rates.
The examination on which the ac­
countant bases his report is equally as 
important as the report itself. The 
scope of examination is discussed in 
general in the bulletin issued by the 
Committee on Auditing Procedure in 
December, 1943, to which I have al­
ready referred. The general principle 
expressed in this bulletin is that the 
scope of the examination in each par­
ticular case must depend on the judg­
ment of the public accountant. If he has 
made regular examinations of the con­
tractor’s accounts for a considerable 
time and has an extensive knowledge of 
the accounting procedures and reliabil­
ity of his records, obviously he can re­
duce the scope of his examination. On 
the other hand, where he is not familiar 
with the records of the contractor, a 
more extensive check of the records 
would be required. The bulletin refers 
to the pamphlet issued by the War De­
partment entitled “Termination Ac­
counting Manual for Fixed-Price Sup­
ply Contracts,” otherwise known as 
TM 14. Although the pamphlet will 
no doubt be displaced by a similar one 
by the Office of Contract Settlement, it 
deserves the serious study of all account­
ants examining cost data for termina­
tion proposals. It reflects the point of 
view of the War Department as to the 
scope of their examination of cost data 
submitted with termination proposals. 
It also includes schedules and illustra­
tions for the guidance of accountants 
and contractors in preparing claims. 
Particular emphasis is laid in this pam­
phlet on reducing detailed checking to 
a minimum by making the audit on a 
selective basis.
Let us consider briefly some of the 
important cost items which are included 
in a settlement proposal and may be 
covered by the auditor’s report:
Material Costs
The work to be done in checking costs of 
individual items on settlement proposals 
filed on the inventory basis or labor and ma­
terial costs on claims filed on the total cost 
basis will depend on the extent of the 
familiarity of the accountant with the con­
tractor’s records. An item which should re­
ceive particular consideration is indirect 
factory expense. The basis of allocation of 
this item has been the subject of consider­
able controversy and criticism by some of 
the government agencies, and therefore 
such basis should be indicated in the claim 
and the reasons for its use.
Dies, Jigs, Fixtures, etc.
In ordinary circumstances the public ac­
countant’s responsibility should be confined 
to checking the cost of these items and the 
basis of their amortization. It should be un­
derstood that generally his responsibility 
does not extend to checking the physical 
existence of these items by actual inspection. 
There may, however, be cases where these 
items are of such importance and are suit­
ably segregated and marked that an actual 
inventory is desirable.
General and Administrative Expenses
The item of general and administrative 
expenses should receive just as close atten­
tion as factory overhead and the basis for 
its inclusion and details thereof should be 
clearly set forth in the settlement proposal. 
There may be items such as renegotiation 
expense, commissions, life insurance pre­
miums, etc., which should be excluded from 
the administrative expenses before appor­
tionment thereof in the claim.
Claims of Subcontractors
Where a subcontractor’s claim is included 
in the settlement proposal of a prime con-
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tractor, the public accountant should clearly 
indicate that he is taking no responsibility 
for the claim of such subcontractor unless 
he has made an examination of the subcon­
tractor’s records. While generally the public 
accountant employed by the subcontractor 
would be the one best fitted to make an 
examination of his claim, if that is required, 
there may be cases where, in order to com­
plete a prime contractor’s settlement pro­
posal expeditiously, the prime contractor’s 
independent accountant should make the 
examination of the subcontractor’s claim.
Settlement Expenses
Settlement expenses should be carefully 
reviewed and details thereof clearly set 
forth. If there are any items which may be 
subject to question they should be men­
tioned in the accountant’s report. Some of 
the settlement expenses will undoubtedly 
have to be estimated and this fact should be 
clearly indicated.
Having commented on the account­
ant’s responsibility when he prepares a 
settlement proposal himself or reports 
on a proposal prepared by a client, I 
should like to raise the question as to 
what is the accountant’s position when 
he has prepared a settlement proposal 
and he is later requested by a contract­
ing agency to certify it. Can he render 
an opinion in the usual form? As it is 
difficult to see just how an accountant 
can certify to his own work, I should 
like to suggest that he render a rather 
complete report, indicating that he has 
prepared the settlement proposal, and 
also state very clearly the basis on which 
the figures are prepared. I do not be­
lieve he should render an opinion in 
the usual form.
I should like to stress the importance 
of the matters I have just been discuss­
ing by passing on to you some of the 
criticisms made by a termination officer 
at a recent meeting that I attended:
(1) The independent accountants were 
not familiar with the accounting 
requirements of the government 
agencies.
(2) The independent accountants’ re­
ports were inadequate.
(3) The basis of distribution of over­
head and general and administra­
tive expenses was, in many cases, 
indefensible.
(4) Many items were included without 
any indication that they were only 
estimates.
Let me cite a case to show that there 
is a basis for these criticisms:
Claim was filed for $35,000.
Finished products shipped and billed 
for which payment had not been re­
ceived were included in the claim.
A plant overhead rate of 250% was 
used, whereas the highest actual experi­
ence was 220%.
General and administrative expenses 
of $6,000 were included as a separate 
item, although all general and adminis­
trative expenses had been considered in 
arriving at the overhead rate.
Included in special tool charges were 
motors, trucks, etc., aggregating $3,000, 
which were being used on other work.
There was an arithmetical error in 
the computation of the amortization of 
special tools.
No post-termination charges were in­
cluded in the claim, not even the ac­
countant’s fee of $500.
A profit of $10,000 was claimed, which 
was said to represent the profit that 
would have been made had the contract 
been completed, although the contract 
was being operated at a loss.
A settlement of $15,000 was finally 
negotiated, which included no profit.
In the period which we are approach­
ing, many of our clients will need help 
in preparing their settlement proposals. 
If we assist them properly, we will also 
help the government agencies and speed 
up the determination of these proposals. 
It is not only our professional responsi­
bility but also our duty as citizens and 
taxpayers to do our utmost to assist in 
the disposal of these settlement pro­
posals.
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Introductory Remarks
By George P. Ellis, Illinois
Chairman, Committee on Federal Taxation, 
American Institute of Accountants
There is perhaps no subject which 
 has been or will be discussed at 
 this war conference which affects 
the lives and business activities of more 
people than does federal taxation.
As accounting practitioners, it plays 
a very important part in our account­
ing, auditing and advisory work. The 
Committee on Technical Sessions has 
provided us with an all-day program 
which covers almost the entire range of 
federal tax problems. They have also 
furnished us with a group of speakers 
who will discuss their respective phases 
of the problem, based on a background 
of knowledge and experience which 
will make their papers worthy of our 
closest attention.
If we are to cover this program in 
the time alloted and allow each speaker 
the time necessary to properly cover his 
subject, there will be no time for fur­
ther preliminary remarks by the pre­
siding chairman of this session.
Reconciliation of Conflicting Accounting 
and Tax Concepts of Income
By Charles Melvoin, Illinois
Member, Subcommittee on Research, Committee on Federal Taxation, 
American Institute of Accountants
Introductory
wonder when I get through with 
my attempts to “reconcile conflict­
ing accounting and tax concepts of 
income,” that it may not appropriately 
be said, that “Fools rush in where 
angels fear to tread.” For all I need to 
be concerned about is, a ready defini­
tion of income, per se, income for ac­
counting purposes, a similar easily di­
gested statement of income viewed 
through the eyes of the tax administra­
tor, and thereafter, to bring the differ­
ences, if any there exist, into harmony 
or a state of consistency. Finally, to 
politely bow myself out of the picture. 
The mere statement of the problem and 
its implications is enough to give one— 
at least me—the jitters.
But the subject matter is far from 
novel to us. It is not something served 
up merely to tickle the intellectual 
palate. The clash of opinions in this 
field is of sufficient familiarity to all of 
us to warrant a sober reconsideration 
of this theme, particularly at this time. 
That conflict exists between accounting 
and tax concepts of income, is so appar­
ent, that no proof thereof is required. 
On the contrary, we may with propriety 
view the existence of the divergences, as 
a “matter of judicial notice.”
To what extent clashes between tax­
payers and the Government are attri­
butable to these differences, may be 
gleaned from the observations of Mr. 
Justice Jackson, in the now celebrated 
case of Dobson v. Commissioner, 320 
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U. S. 489, handed down December 20, 
1943:
"... After thirty years of income tax his­
tory the volume of tax litigation necessary 
merely for statutory interpretation would 
seem due to subside. That it shows no sign 
of diminution suggests that many decisions 
have no value as precedents because they 
determine only fact questions peculiar to 
particular cases. Of course frequent amend­
ment of the statute causes continuing un­
certainty and litigation, but all too often 
amendments are themselves made necessary 
by court decisions.” “. . . Our modem in­
come tax experience began with the Rev­
enue Act of 1913. . . . The law was an in­
novation, its constitutional aspects were still 
being debated, interpretation was just be­
ginning, and administrators were inexperi­
enced.” “. .. Precedents had accumulated in 
which courts had laid down many rules of 
taxation not based on statute (emphasis 
supplied) but upon their ideas of right ac­
counting or tax practice.” . . . “But con­
flicts are multiplied by treating as questions 
of law what really are disputes over proper 
accounting. The mere number of such ques­
tions and the mass of decisions they call 
forth become a menace to the certainty and 
good administration of the law.” (em­
phasis supplied).
If ever a mandate to a particular pro­
fessional group was indicated, if ever an 
opportunity was presented to account­
ants for constructive and creative aid in 
formulating a sound national tax pro­
gram, these words of the Supreme Court 
appear to be an “open sesame” for ac­
tion. They offer both a challenge and a 
stimulating, although provocative and 
by no means simple task, to eliminate 
“legal casuistry” and its mischievous 
consequences from tax administration, 
and substitute therefor the rules of rea­
son and sound accounting practices.
The hope inspired by the Dobson 
case, however, was short lived and some­
what rudely shattered by the decision of 
the Tax Court in South Tacoma Motor 
Co. v. Commissioner, 3 T. C. 411, 
promulgated March 6, 1944. The very 
same Tax Court that had dealt with the 
fact issues in the Dobson case, by in­
quiring into the effect produced by the 
entire series of transactions over the 
years involved (a process akin to restor­
ing to surplus, current year’s adjust­
ments applicable to prior years), denied 
the propriety of the instant taxpayer’s 
method of accounting for tax purposes, 
and concluded, “Since the petitioner’s 
method of accounting did not treat the 
proceeds received from the sale of these 
coupon books as income in their en­
tirety in the taxable year in which they 
were received, it follows that the peti­
tioner’s method of accounting did not 
clearly reflect its income. . . .”
Most of us undoubtedly have read the 
criticism of the case written by our very 
able, distinguished and eminent fellow­
accountant, Col. Robert H. Montgom­
ery, in the July issue of The Journal of 
Accountancy, and are familiar with 
both the facts and the Court’s opinion. 
The complete denial that the method 
of accounting consistently followed by 
the South Tacoma Motor Co. clearly 
reflected its income, without so much 
as a dissenting opinion, under circum­
stances wherein accountants could 
hardly take issue, must indeed give us 
food for thought and grave cause for 
concern for the future of sound account­
ing as well as prudent business princi­
ples, theories and practices.
The decision once more focuses sharp 
attention to the need for appraising 
our basic notions and concepts as to 
the meaning of “income,” particularly 
income as contemplated by the 16th 
Amendment; income as popularly un­
derstood by the proponents of the Con­
stitutional change; income as defined 
and comprehended by generations of 
accountants and businessmen; income 
as crystallized by a dynamic society—not 
income as envisioned merely by techni­
cally or legalistically minded adminis­
trators, or the judiciary for that matter, 
prompted, unconsciously if not avow­
edly, by the desire for immediate rev­
enue, regardless of the havoc that it may 
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create. Our inquiry may very properly 
be, therefore:
What Is Income?
What is income? You might as well 
ask, What is Life? What is Truth? I 
have a dim recollection that the last 
question was asked in the First Dia­
logue of Plato’s Republic, but the ques­
tioner laughed and fled without await­
ing the answer. For the answer can in­
volve us in metaphysical abstractions 
and speculations without end. If time 
is of no consequence, the inquiry may 
well proceed far into the night, the day 
and night thereafter, and ad infinitum. 
But time surely waits for no man—nor 
does the tax gatherer get philosophic. 
The need for revenue, coupled with the 
requirement that it be imposed upon 
income related to a period of time, re­
quires a realistic and practical ap­
proach that will permit men to go 
about their business undismayed by 
interpretations that appear to be con­
trary to the spirit and language of the 
various statutory provisions and the in­
formed opinions of competent authori­
ties.
To the layman, the meaning of the 
word income probably coincides with 
the opinion of Judge Hand in U. S. v. 
Oregon-Washington RR and Nav. Com­
pany, 251 Fed. 211 (CCA 2nd 1918), 
that the meaning of the word is “not to 
be found in its bare etymological 
derivation. Its meaning is rather to be 
gathered from its implicit assumptions 
in use of common speech.” What the 
term means as used in the 16th Amend­
ment, undoubtedly has reference to that 
which a similarly common person 
would ascribe to it, and not an eco­
nomist or a lawyer. Time doesn’t per­
mit the pursuit of the fascinating sub­
ject of the debates preceding the adop­
tion of the 16th Amendment in which 
the meaning of the term “income” was 
vigorously argued. It is sufficient, how­
ever, that the writings of the propon­
ents and antagonists in those early days, 
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clearly indicated that income was not a 
nebulous term used professionally as 
part of the vocabulary of a mystic few, 
but it had a very much down-to-earth, 
common meaning that was readily un­
derstood as referring to income capable 
of ascertainment and measure by stand­
ards that had reference to good sound 
business practices.
I shall not be so bold, nor for that 
matter impertinent, as to assay for the 
entire accounting profession, what we 
mean by income. The energies of both 
practicing and academic accountants 
have been profusely expended in the 
last number of years in tentatively set­
ting forth acceptable standards for de­
termining income and evaluating the 
same. These pronouncements, though 
tentative in character, do represent es­
sentially sound principles and practices 
which have long had the adherence of 
not only the professional accountant 
but the confidence of the business com­
munity, as well as of the public at large.
The task to which we have dedicated 
ourselves, in that connection, in the 
matter of setting forth accepted account­
ing principles, must continue unabated 
toward the goal of reaching a more 
refined concept upon which unanimity 
of informed opinion can be predicated. 
Lack of agreement among accountants 
in many particulars, is noted as slowing 
up the recognition of accounting prac­
tices for income tax purposes.1 The ex­
cuse offered, is weak however. For what­
ever divergent views we may entertain 
in respect of details as to the accounting 
significance of income, I am reasonably 
certain that we all subscribe to the defi­
nition recommended by the Institute 
Committee on Terminology,1 2 that in­
come must be construed in its generally 
understood sense rather than as a tech­
nical concept. The committee had as its 
authority no less than so important a
1 “Standards for Income Determination” Lt. 
Charles T. Gaa, Accountins Review, July, 1944, 
Vol. XIX, No. 3.
2 Accounting Research Bulletin, No. 9, May, 
1941
of Conflicting Accounting and Tax Concepts of IncomeReconciliation 
body as the Supreme Court, which in 
passing on the meaning of the word in 
a case involving the Constitutional 
Amendment, set forth that view and 
adopted in fact the accounting concep­
tion, vis: “Income may be defined as the 
gain derived from capital, from labor, 
or from both combined, provided it be 
understood to include profit gained 
through a sale or conversion of capital 
assets. . . .” Eisner v. Macomber, 252 
U. S. 189.
Neither can there be considerable 
debate over accepting the statement 
“that a basic accounting objective is to 
bring charges as nearly as may be into 
the same accounting period, as the rev­
enue against which they are fairly ap­
plicable.”3 Or that the fundamental 
problem of accounting is the matching 
of costs and revenues within convenient 
time-sections.4
3 Accounting Research Bulletin, No. 13, Janu­
ary, 1942; also A Statement of Accounting Prin­
ciples, Sanders, Hatfield and Moore, P. 25.
4 An Introduction to Corporate Accounting 
Standards, Paton and Littleton.
5 “Current Problems and Accounting Theory.” 
Lawrence B. Vance, Accounting Review, July,
1944, Vol. XIX, No. 3.
Viewed thus, accounting, though 
recognizing and reporting legal re­
lationships, is primarily an economic 
process, which takes cognizance of all 
factors determining the results of a peri­
od’s activities.5 Though no documents 
may have changed hands at any par­
ticular date, or oral commitments made, 
or legislative liabilities imposed, the ac­
countant is not thereby relieved from 
the necessity of recognizing costs which 
are accruing in the economic sense. 
That the accountant is not alone in 
such views is amply evidenced by the 
agitation by business generally for “re­
serves” as current charges in connection 
with postwar activities relating or 
growing directly out of the war efforts. 
In fact there is a tacit and implied ap­
proval of the necessity of matching costs 
and revenue in such Code provisions as 
Section 721, relating to abnormal in­
come in the taxable year attributable to 
prior or future years, in the Renegotia­
tion Refund provisions, and in the 
whole idea of carry-overs and carry­
backs. These only serve to stress the 
inconclusiveness of attempting to meas­
ure income for comparative short inter­
vals, and are part and parcel of the 
same sort of piecemeal amendments and 
addenda which characterize our present 
Internal Revenue Code as a species of 
crazy-quilt patchwork, rather than a 
basic measure, supported by sound ac­
counting principles and doctrines.
However, while ample reasons exist 
(without the necessity of belaboring the 
point) that accepted accounting meth­
ods, consistently employed, be vali­
dated, in general, for measuring taxable 
income, it will not be suggested that 
income tax methods must arbitrarily 
conform in their entirety with account­
ing methods. Bearing in mind but a few 
items, such things as assignability of in­
come, substitution of other taxpayers, 
and the essential need to prevent fraud 
or evasion, safeguards are required 
which may seemingly violate account­
ing views.
Aside and apart, therefore, from rules 
of essential administrative expediency, 
or because of compelling public policy, 
every reason seems to favor that the 
accounting methods whereby business 
measures its progress or retrogression, 
be used as a yardstick for determining 
taxes based on income. Talking of sim­
plifying the Revenue Code, in one fell 
swoop, greater convenience, simplifica­
tion and cooperation would result if 
one method were used, rather than the 
arbitrary or illogical alleged statutory 
system. “The methods followed by ac­
countants and businessmen are tied 
up rather closely with economic facts 
and conditions; the tax system, likewise, 
should be so related.”6
In seeking to determine what the tax 
concept of income is, we are met usually




with the retort that it is “statutory in­
come”—something conceived by the leg­
islative mind and not to be confused 
with the accountant’s search for “net 
earnings.”
Admittedly the concern of a legisla­
ture for matters which may have refer­
ence to the public welfare—matters of 
public policy—political expediency­
prevention of fraud, and the like—for 
assuring the uninterrupted flow of 
funds into'the exchequer, all must some­
how or other be reflected in the basic 
revenue act. Hence, such exceptions, ex­
clusions and modifications as are dic­
tated by such imperatives do not and 
should not call forth complaints. That 
does not mean, however, that the tax­
ing statute should be used as a device 
or a cloak for introducing social reform, 
however laudatory the objectives may 
be, nor does it presuppose that Congress 
conceived of a wholly new and foreign 
idea of what constitutes income. On the 
contrary, the Congressional intent is un­
usually clear, if one but grants the 
simple meaning of the appropriate 
sections of the statute. It is the “reading 
into” the statute of interpretations in­
consistent with their usual and accepted 
meaning that is at the root of the 
difficulties.
The statute nowhere precisely pre­
scribes the use of the “accrual” system 
of accounting, although in dealing with 
deductions (Section 43), they are re­
quired to be taken for the taxable year 
in which “paid or accrued” or “paid or 
incurred,” depending upon the method 
of accounting used. No corresponding 
provision is contained in Section 22 (a), 
defining gross income, but the require­
ment of Section 41, for a method clearly 
reflecting income, necessitates the con­
verse concept of income “received or 
accrued,” particularly when taken with 
Section 42, which states the general rule 
to be that all items of gross income shall 
be included in the year in which re­
ceived, unless, under a permitted 
method of accounting they are to be ac­
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counted for as of a different year.
While divergences are present in 
those cases where income is reported on 
the “cash” basis, the inadequacies of 
that system of accounting are such that 
distortion inevitably results. We who 
primarily are advocates of a more scien­
tific approach to the determination of 
income, though concerned wherever an 
accounting miscarriage of a violent na­
ture occurs (whatever the system of 
accounting may be), are vitally inter­
ested in preserving and maintaining ad­
herence to a rational and realistic con­
cept of income, particularly where the 
taxpayer reports on an acceptable ac­
counting system consistently pursued. 
For it is in the latter type case that we 
find our greatest divergences.
Before undertaking even as much as 
a casual survey of the decision in this 
field, it may be in order to observe that 
some writers, presumably other than ac­
countants, have attempted to state the 
tax concept somewhat as follows:
“For income tax accounting purposes an 
item is ordinarily gross income when ac­
crued or received, whichever happens first; 
an expense item is deductible when accrued 
or paid, whichever happens first, and the 
fact that the income or expense item is 
more properly assignable to later years is, in 
general, immaterial.—The tax is imposed on 
what the Internal Revenue Code calls net 
income, not on what the taxpayer may quite 
properly and far more realistically call his 
net earnings.”7 (Italics supplied).
T Coordinators’ Cyclopedic Tax Service, Vol. 
2, No. 1. Sec. 212.44.
This business of “whichever happens 
first,” to my mind, is without founda­
tion insofar as the Code provisions are 
concerned. It is the creation of an over- 
zealous tax collector, favored by de­
cisions which misconstrued the mean­
ing of early Supreme Court opinions 
relative to the nature of taxable in­
come, and the time incidences thereof, 
and is the progenitor of such concepts 
as the tax benefit doctrine, in which 
refuge has been sought to overcome the 
of Conflicting Accounting and Tax Concepts of IncomeReconciliation
errors of previous ways. One need but 
scan a few of the amendments to the 
Code in recent years, relating to the time 
and manner of taxing, recoveries of cer­
tain enumerated expenses previously 
deducted, income from personal services 
extending over a number of years, the 
installment sales and long-term con­
tract provisions, the rule relative to in­
consistent positions, the ideas of carry­
over and carry-back, abnormalities in 
income attributable to prior or subse­
quent years, and other addenda, to real­
ize the complexities that have been in­
troduced by declaring something to be 
a rule of law instead of dealing with 
the question as a matter of proper tax 
accounting. (Dobson v. Commissioner, 
supra).
Strangest of all anomalies, however, is 
the apparent reference in the Code, to 
accounting periods and methods, in 
words and language which seemingly 
demand and prescribe accepted ac­
counting principles consistently ap­
plied. How then did such divergences 
develop and how, if at all; are these 
divergences reconcilable with the Code 
provisions? A brief reference and his­
torical survey of these Code provisions, 
and the cases arising thereunder, is ap­
parently in order.
Statutory Provisions and Legislative 
History
Reference already has been made to 
those sections of the Internal Revenue 
Code dealing expressly with accounting 
periods and methods of accounting, 
which state in part, as follows:
Section 41: General Rule. “The net in­
come shall be computed upon the basis of 
th taxpayer’s annual accounting period 
(fiscal year or calendar year, as the case 
may be) in accordance with the method of 
accounting regularly employed in keeping 
the books of such taxpayer; but if no such 
method of accounting has been so em­
ployed, or if the method employed does not 
clearly reflect the income, the computation 
shall be made in accordance with such a 
method as in the opinion of the Commis­
sioner does clearly reflect the income. . . .”
Section 42: Period in which items of gross 
income included, (a) General Rule. “The 
amount of all items of gross income shall 
be included in gross income for the tax­
able year in which received by the taxpayer, 
unless, under methods of accounting per­
mitted under Section 41, any such amounts 
are to be properly accounted for as of a 
different period. . . .”
Section 43: Period in which deductions 
. . . taken. “The deductions . . . provided 
for in this chapter shall be taken for the 
taxable year in which 'paid or accrued’ or 
‘paid or incurred’ dependent upon the 
method of accounting upon the basis of 
which the net income is computed, unless 
in order to clearly reflect the income the 
deductions . . . should be taken as of a 
different period.. . .”
It almost seems ludicrous in a fashion 
to investigate how these sections were 
brought into the law or what Congress 
intended by them, for the plain unam­
biguous meaning of the words is so 
patently clear, at least to accountants, 
that controversies, it would appear, 
could hardly arise which could not be 
settled by reference to standard ac­
counting works or testified to by persons 
expert in accounting matters.
Returning, however, to our inquiry, 
the Code takes cognizance of the essen­
tial difficulty of the problem involving 
the determination of income within a 
time segment. It is not only a case of 
knowing what is income, but also de­
termining when it is income. The irri­
tation and confusion frequently turns 
about the latter, as well as on the for­
mer.
When the Corporation Excise Tax 
Act of 1909 was in force, it provided for 
the determination of income virtually 
on a cash receipts and disbursements 
basis. Leading accountants found it nec­
essary to apprise the Attorney General 
of the difficulties that would be encoun­
tered if the cash method (as distin­
guished from the accrual method of ac­
counting) formed the sole basis of meas­
uring the tax. The Treasury Depart­
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ment, equally aware of the difficulties 
of translating the income of accrual tax­
payers into a cash basis, rendered lip 
service to the statute, and accepted re­
turns filed on the accrual basis. Fortu­
nately, when the income tax acts follow­
ing the 1913 amendment were adopted, 
recognition was given to established 
methods of accounting as a means of 
ascertaining income.
As to the computation of income, the 
Code provisions are a re-enactment of 
similar numbered sections of the Rev­
enue Acts of 1938, 1936, 1934, 1932 and 
1928. Almost the same language is con­
tained in Sections 212 (b) of the Acts 
of 1926, 1924, 1921 and 1918. Substan­
tially the same meaning was set forth 
in the 1916 act, except that the privi­
lege extended to all taxpayers in the 
later acts, of reporting income on the 
basis of the method employed in keep­
ing the books, was under the earlier act 
accorded in some respects only to part­
nerships and corporations.
The period section relative to income 
is a re-enactment of similar legislation 
finding its counterpart in all acts ex­
tending back to 1916. The section deal­
ing with time of deduction also runs 
back almost to antiquity, finding its 
forbearers in the earlier statutes. The 
clause “unless in order to clearly reflect 
the income the deductions . . . should 
be taken as of a different period” was 
first added by the 1924 act.
Commissioner’s regulations dealing 
with these items remain substantially 
unchanged from 1916 to date.8 Read­
ing of these regulations seemingly gives 
no cause for antagonisms. They are but 
8 Cf. Reg. 33 (1913) Art. 182, Art. 183, to the 
effect that no particular system is required and 
that the books are the best guide. Reg. 33 
(1916-17) Art. 127—keeping accounts in accor­
dance with approved standard accounting prac­
tices consistently followed from year to year . . . 
provided such system clearly and correctly re­
flects the net income of each year. Reg. 74 
(1928) Art. 323—No uniform system can be 
prescribed for all taxpayers. . . . The law con­
templates the adoption of such forms and sys­
tems as are in the judgment of the taxpayer 
best suited to his purpose.
a restatement of what accountants have 
long preached. The fault lies not so 
much with the formal regulations as 
with their interpretations, and the in­
consistent rulings and decisions of 
Treasury and other officials.
Neither my limited time nor the la­
bors of one man permit an analysis of 
the innumerable cases that have arisen 
in this highly controversial field of de­
termining both the existence of income 
and the time of its incidence. The ne­
cessity of bringing income into a time 
period naturally gives rise to efforts of 
taxpayers to defer or accelerate items 
of both income and deductions. The 
Treasury Department is not altogether 
free from a desire to similarly acceler­
ate increased revenue collections by 
shifting items from year to year. This 
inelastic concept of the taxable year is 
what causes such exasperation, notwith­
standing the observed fact that “the 
tide of income ebbs and flows over the 
dividing lines of the statutory taxable 
years.” (Plymouth Brewing & Malting 
Co., 16 B.T.A. 123.)
A review of the decisions, however, 
speaks more eloquently and persua­
sively than any argument or rhetoric 
that I can bring to bear on the subject. 
More will be gained in an objective 
sense if we turn our attention to some 
of the instances which palpably call for 
reconsideration either of “our beloved 
theory of accounts” or of prevailing tax 
administration.
Illustrative Cases
An early case which has often been 
cited and urged by the government as 
authority for the propositions that 
losses of one year may not offset re­
ceipts of another year, and that an en­
tire transaction extending over several 
taxable years may not be viewed to­
gether for the purpose of determining 
ultimate gain or loss, is the case of 
Sanford & Brooks Company v. Commis­
sioner, 10 B.T.A. 452, affirmed by the 
United States Supreme Court in 282 
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U. S. 359 after reversal by the Circuit 
Court of Appeals in 35 Fed. 2nd 312 
(CCA-4). The facts briefly were that 
the corporation was engaged during 
the years 1913, 1914 and 1915 in carry­
ing out a dredging contract for the 
United States. Work was abandoned 
and in 1916 suit was brought by the 
corporation to recover for a breach of 
warranty. Compensatory damages were 
received in 1920 for losses sustained in 
prior years. The Supreme Court con­
firmed the Board’s opinion that the re­
covery was gross income in the year 
1920 and stated “that the money re­
ceived was derived from a contract en­
tered into in the course of respondent’s 
business operations for profit. While it 
equalled, and in a loose sense was the 
result of, expenditures made in per­
forming the contract, still as the Board 
of Tax Appeals found, the expendi­
tures were made in defraying expenses 
incurred in the prosecution of the work 
under the contract for the purpose of 
earning profits. They were not capital 
investments, the cost of which if con­
verted must first be restored from the 
proceeds before there is a capital gain 
taxable as income.” “The excess of 
gross income over deductions did not 
any the less constitute net income for 
the taxable period because respondent 
in an earlier period suffered net losses 
in the conduct of his business which 
were in some measure attributable to 
expenditures made to produce the net 
income of the later period.” The Cir­
cuit Court concluded that the peti­
tioner “should have filed amended re­
turns for the years for which it appears 
that its income had been understated 
as a result of deducting supposed losses 
arising during the contract’s perform­
ance; for the amount received from the 
government was reimbursement of 
these losses—not gain or profit or other 
accretion of wealth.” But it is worth 
noting that if reference is had to the 
opinion of the Board, a remarkable 
statement appears as follows: “Further­
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more, the years 1913 to 1916, inclusive, 
are not on appeal to the Board, and the 
Board accordingly cannot make a deter­
mination of tax liability with respect 
thereto,” concluding that the argument 
of the petitioner that the compensation 
should be placed in the years when the 
expenditures were made, might, if ac­
cepted, afford a more equitable solution 
to the question presented, but the 
Board was without the authority to go 
back to prior years.
Now, note that this decision rendered 
by the Board and approved by the 
Supreme Court was made prior to the 
time when the tax court began to in­
troduce the concept of the tax-benefit 
theory, more about which I believe will 
be set forth hereafter by another 
speaker. In the Dobson case, the gov­
ernment likewise urged the doctrine of 
the Sanford & Brooks case. The Su­
preme Court in finding a distinction 
calls attention to part of its opinion in 
the Sanford & Brooks case, wherein it 
stated “nor on its record do any facts 
appear tending to support the burden, 
resting on the taxpayer, of establishing 
that the Commissioner erred in failing 
to apply them (meaning the Regula­
tions) to the circumstances of the case.”
What occurs to me that had this same 
case been before the Tax Court at a 
more recent time, it would have de­
cided the merits of the question as one 
of purely fact finding in respect of 
proper accounting methods. Indeed, 
from an accountant’s viewpoint, can 
there be much doubt that a recovery 
under the particular circumstances 
should properly have been passed to 
the credit of the surplus account of the 
Sanford & Brooks Company, instead of 
being taken up as income in the year of 
receipt? Part of the difficulty in the 
earlier decision, it appears to me, was 
occasioned by the failure to make 
proper distinction between gross re­
ceipts and income. I am advancing the 
thought today that the doctrine of the 
tax-benefit theory was first accepted by
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the Tax Court in an effort to extricate 
itself from the incongruous and incon­
sistent decisions that it had adopted in 
respect of taxing receipts as income in­
stead of applying proper accounting 
rules. It will require no great amount 
of rationalization to satisfy the decision 
reached by the Tax Court in the Dob­
son case if an accounting rule is applied 
—namely that transactions in the cur­
rent year, applicable to prior years, are 
proper surplus adjustments, except 
where the amounts involved are incon­
sequential. Thereby recognition is given 
to the fact that these adjustments serve 
to correct prior years’ results. The Su­
preme Court in the Dobson case, very 
carefully avoided endorsing the tax­
benefit doctrine as such. It stated that 
the Tax Court had merely determined 
a question of proper tax accounting, 
rather than establishing a rule of law. 
I doubt the propriety of venturing in­
to the mental or emotional processes 
which prompted the Supreme Court de­
cision, but I have an intuitive feeling 
that the court was more concerned 
with laying down a cardinal rule that 
sound accounting should be followed, 
rather than extending the principles of 
the tax-benefit doctrine. The latter, in 
my opinion, is unnecessary to sound 
tax administration if the former be­
comes the cornerstone upon which we 
build our edifice.
Without attempting to set forth com­
plete detailed rules and appropriate 
safeguards, the following general ap­
proach would seem to me to be more 
consonant with accounting and busi­
ness views than the introduction of 
ideas which have gained approval only 
because they serve to cure prior abuses 
—namely that cancellations or recover­
ies of prior years’ expenses should be 
passed to the surplus account without 
reference to any tax-benefit doctrine, 
and wherever the statute of limitations 
does not otherwise bar assessment, de­
ficiencies should be asserted. Only 
where the statute of limitations has 
tolled should it be necessary to inquire 
as to whether a tax benefit had resulted. 
If such benefit had been obtained, then 
it would be both appropriate and 
equitable that recovery, to the extent 
of the benefit, be returned as income 
in the year of refund or cancellation, 
and taxed at the same rates as would 
have applied in the barred years.
Section 22 (b) of the Code, added by 
Section 116 of the Revenue Act of 1942, 
dealing with the taxability of recovery 
of bad debts, prior taxes and delin­
quent amounts by endorsing the tax­
benefit theory, could well be dispensed 
with if the suggested program set forth 
above, were observed. In fact, the 
amendatory legislation has been urged 
by the government as being limiting in 
its character to only those situations, 
except that in the Dobson case the Su­
preme Court settled this last matter in 
a sort of roundabout fashion by reject­
ing the government’s argument and 
declaring that the statutory amend­
ments were necessary in the bad debt 
case because the courts had reversed the 
tax court and had established as a mat­
ter of law a “theoretically proper rule” 
which distorted the taxpayer’s income 
and concluded by stating “Congress 
would hardly expect the courts to re­
peat the same error in another class of 
cases as we would do were we to affirm 
in this case.”
Cases dealing with cancellation of in­
debtedness and the resulting income, if 
any, are another fruitful source of in­
vestigation. In the American Dental 
Company v. Helvering, 318 U. S. 322 
(1943), the Supreme Court found that 
canceled rent and interest was a matter 
of gift and therefore did not result in 
income to the taxpayer. The facts un­
derlying the decision are that the de­
ductions when made in prior years re­
sulted in no tax benefits—or stated in 
another way, the particular years were 
loss years anyhow. I submit that with­
out the necessity of involving a ques­
tion as to the absence or presence of 
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consideration, accounting treatment of 
the cancellation would be in the nature 
of a surplus adjustment requiring re­
statement of the particular years af­
fected with the resulting conclusion 
that the years, after credit for canceled 
interest and rent, were loss years any­
how. It hardly needs mentioning that 
a tax based on income cannot be de­
manded from a year in which net losses 
were sustained.
The correct conclusion seems to have 
been reached in Hirsch v. Commis­
sioner, 115 Fed. 2nd 656 (CCA 7th 
1940) reversing 41 BTA 890, in which 
the 7th Circuit Court held that the 
satisfaction of an indebtedness incurred 
for the purchase of property for less 
than its face amount, the value of the 
property meanwhile having fallen to 
an amount not in excess of the unpaid 
balance of the debt, does not result in 
income to the debtor, but operates as a 
retrospective readjustment of the pur­
chase price. I have no fault to find with 
the decision, except the implication 
about the decrease in value at the time 
of cancellation of the part of the in­
debtedness. In my opinion, the proper 
accounting treatment would not take 
note of fluctuating values but would 
pass the credit to the transaction out or 
which it arose—in this case the asset 
still on hand—thereby reducing the 
basis.
In B. F. Avery and Sons, Inc., 26 
BTA 1393, the problem involved can­
cellation of parts of the notes given for 
the purchase of equipment and mer­
chandise, cancellation occurring nine 
years after the issuance of the notes. 
The deduction had taken place in prior 
years through cost of goods sold, busi­
ness expenses and otherwise, including 
the recovery of the original purchase 
price of machinery through deprecia­
tion charges. The Board recognized 
that had the cancellation occurred in 
the same year as the purchase, proper 
adjustments to the base would have 
been in order, but after nine years it 
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was not possible to go back and adjust 
income. While I admit to administra­
tive difficulties that are implicit in the 
program that I suggest, nevertheless 
many of the years were barred because 
of the tolling of the statute of limita­
tions, and at least as to those years the 
cancellation would be taxable as in­
come in the year of recovery, taxable at 
rates in effect in prior barred years, but 
if there were any open years, I think 
administrative complexities should 
yield in favor of adherence to a more 
fundamental rule.
It is worth noting that prior to the 
Sanford & Brooks decision, the Su­
preme Court did hold, in Bowers v. 
Kerbaugh Empire Company, 271 U. S. 
170 (1926) that if the situation out of 
which the cancelled debt arose shows 
a loss on the entire transaction, no in­
come results to the forgiven debtor. 
This case was distinguished from the 
Sanford & Brooks case in that the 
money lost was borrowed money, 
whereas in the Sanford & Brooks case, 
the situation was reversed in that the 
taxpayer first lost its own money, and 
when this was repaid in a later year, 
something passed which could be tax­
able. But the Kerbaugh decision has 
not lost any of its vitality, as witness 
its repeated references in later cases. I 
maintain that much of the damage ap­
pearing in later cases and rulings and 
decisions, stems from a misconception 
of what the Supreme Court meant in 
Sanford & Brooks.
It is significant to observe that the 
legal position of the entire subject of 
cancellation of indebtedness, together 
with the tax-benefit theory, has no basis 
in any statutory provisions involving 
specifically that income be recognized 
either in consequence of cancellation 
or because of tax benefits except in the 
limited instances covered by Section 
22 (b) of the Code. It therefore ap­
pears, in the light of the Dobson case, 
that the courts are free to work out tax 
consequences in these instances by ap­
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plication and use of reasoning proc­
esses—in fact by the employment of tax 
accounting rules without the necessity 
of invoking the tax-benefit doctrine. 
But shades of doubt assail me when I 
think of the decision of the South 
Tacoma Motor Case!!
In National Straw Works, 16 BTA 
463 Affirmed, Fed. 47 2nd 884 (CCA 
7th 1931), the court approved the prac­
tice of crediting to a suspense account 
discounts for payments within ten days, 
charging the discount allowed to the 
suspense account in the following year 
when the account receivable was col­
lected, on the ground that it repre­
sented consistent practice—apparently 
a concession to accounting practice.
Approval was given to the completed 
voyage method used by a steamship 
company, as a method which fairly re­
flects income. Planet Line, Inc. v. Com­
missioner, 89 Federal 2nd 116 (CCA 
2nd 1937). In cases where the taxpayer 
was admittedly on the cash basis, the 
payment in 1935 to employees for ser­
vices to be rendered by them in 1936 
was held not deductible in 1935 in the 
case of D. K. McColl v. Commissioner, 
BTA Memo opinion Docket 95834 
(January 11, 1941). The Board rea­
soned that the deduction for personal 
services under Code Section 23 (a) re­
lated to personal services actually ren­
dered and that advance salaries were 
paid for services which had not been 
rendered during or prior to the taxable 
year 1935. The same conclusion, it 
seems to me, would have been reached 
by accountants even under the cash 
method, as it is very possible under the 
cash method to pay out items which are 
clearly in the nature of deferred items. 
Similarly, in other cash cases involving 
advance payments of rents, deductions 
were disallowed for the year of pay­
ment as not being ordinary or neces­
sary business expenses of the particular 
year; in Gallatoire v. Lyons, 23 Fed. 
2nd 676 (CCA 5th 1928) and Baton 
Hotel Company v. Commissioner, 51 
Fed. 2nd 469 (CCA 3rd, 1931).
Prepaid insurance premiums to cash 
basis taxpayers for a while were consid­
ered as deductible in full in the year of 
payment, but it has now been settled 
that such taxpayers are required to pro­
rate the cost of insurance premiums 
over the period covered by the policy. 
Commissioner v. Boyleston Market As­
sociation, 131 Fed. 2nd 966 (CCA 1st, 
1942). Following that decision, the 
Treasury Department issued GCM 
23587, reversing GCM 20307 which had 
permitted that deduction in full, and 
reinstating a still earlier GCM 13148 
which required pro-rating. Further 
comment appears unnecessary about 
the inconsistencies of the Bureau. And 
yet the final result accords with sound 
accounting practice.
The guidepost to the time in which 
deductibility is permissible under the 
accrual basis, is generally said to be 
U. S. v. Anderson, et al., 269 U. S. 422 
(1926). The Supreme Court concluded 
that the amount of munitions tax 
which was based on 1917 business and 
paid in 1918, was nevertheless deduct­
ible in 1917 by an accrual taxpayer, 
notwithstanding the fact that the 
amount was not known until 1918 
when it was paid. The court specifically 
referred to an old unpublished Treas­
ury decision (T.D. 2433-1917), and de­
clared, “It (meaning the T.D.) recog­
nized the right of the corporation to 
deduct all accruals and reserves with­
out distinction made on its books to 
meet liabilities, provided the return in­
cluded income accrued and as made, re­
flected true net income. ... It was to 
enable taxpayers to keep their books 
and make their returns according to 
scientific accounting principles, by 
charging against income earned during 
a taxable period, the expenses incurred 
in and properly attributable to the 
process of earning income during that 
period. ...” The decision further de­
clared that when the accrual method is 
used, a deduction for expenses (taxes) 
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is allowed in the year in which occur 
all events which fix the amount and de­
termine the liability to be an expense. 
“In a technical legal sense it may be 
argued that a tax does not accrue until 
it has been assessed and becomes due; 
but it is also true that in advance of an 
assessment of a tax, all the events may 
occur which fix the amount of the tax 
and determine the liability of the tax­
payer to it. . . .”
From the language of this particular 
decision, it would appear that reserves 
determined according to a scientific ac­
counting method could be deductible, 
and similarly, that deferred items were 
proper exclusions or deductions.
Unfortunately, subsequent decisions 
using the Anderson case as their au­
thority, soon introduced limitations 
with which we are all too familiar. In 
fact, the Supreme Court itself in Brown 
v. Commissioner, 291 U. S. 193 (1934), 
dealing with the deductibility of re­
serves set up for “returned commis­
sions,” (based on the actual experience 
of a general insurance agent indicating 
that between 21% and 23% of overrid­
ing commissions which he received each 
year had to be returned in later years 
due to cancellation) concluded that un­
less the liability is fixed and absolute 
and certain, it would not be deductible 
even though prudent business policy 
demands recognition of the existence 
of the liability. I respectfully submit 
that the distinction set forth in the 
Brown case has not added to clarifica­
tion of our subject matter.
On this same matter of accruability 
of taxes, but involving circumstances 
where the liability is contested, the 
courts have generally adopted the view 
that all events did not occur in that 
year which fixed both the amount and 
the fact of the taxpayer’s liability. For 
a recent instance dealing with this 
problem, see Dixie Pines Products 
Company v. Commissioner, 320 U. S. 
516 (1944).
In the case of Security Flour Mills
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Company v. Commissioner, 321 U. S.
281 (decided February 28, 1944), the 
Supreme Court affirmed the decision of 
the Circuit Court of Appeals in the 
10th Circuit, which in turn reversed 
the Board (45 BTA 671), wherein the 
latter had concluded that the petitioner 
was entitled in reporting its income tax 
for the year 1935 to deduct payments 
made by it in 1936, 1937 and 1938 of 
refunds to its customers resulting from 
the unconstitutionality of the Agricul­
tural Adjustment Act of 1933. In reply­
ing to the contention of the taxpayer 
that Code Section 43 requires that de­
ductions be taken in the year paid or 
accrued, “unless in order to fairly re­
flect the income, the deduction should 
be taken as of a different period,” and 
that the instant case required that the 
exception be made in order not to dis­
tort annual income, the Supreme 
Court, investigating the history of Sec­
tion 43 and its predecessors, quoted the 
language of the House and Senate com­
mittee reports relative to the Act of 
1924 to the effect that “the necessity for 
such a provision (the “unless clause”), 
arises in cases in which the taxpayer 
pays in one year interest or rental pay­
ments or other items for a period of 
years. If he is forced to deduct the 
amount in the year in which paid, it 
may result in a distortion of his income 
which will cause him to pay either 
more or less taxes than he properly 
should.”
Relying on the report, the court con­
cluded “that the purpose of inserting 
the qualifying clause was to take care 
of fixed liabilities payable in fixed in­
stallments over a series of years.” 
(Italics supplied.) And further that 
Section 43 does not authorize either 
the Commissioner or the Tax Court to 
make exceptions to the general rule of 
tax accounting by annual periods, 
merely because such a course seems 
proper. The majority opinion held that 
the matter was not one of making a de­
termination of fact as in the Dobson 
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case, but rather that it was, a matter of 
law with the Board misconstruing the 
extent of the power conferred by the 
Revenue Act.
It may be some solace to us to note 
that the dissenting Justices (Messrs. 
Douglas and Jackson) were of the opin­
ion that the case is governed by the 
Dobson decision, that the decision of 
the Circuit Court should have been re­
versed, and that in effect the decision 
reached by the Board of Tax Appeals 
should have been affirmed.
It is in the field of deferred income 
items where the ire of accountants is 
more frequently aroused. I have al­
ready referred to the South Tacoma 
Motor Case, and further comment on 
the subject seems idle. Similar decisions 
had previously been reached in South 
Dade Farms v. Commissioner, 138 Fed. 
2nd 818 (CCA5’43), involving advance 
payments of rentals in 1937 for a 1938 
crop year, and in Astor Holding Com­
pany v. Commissioner, 135 Fed. 2nd 
47 (CCA 5th 1943), declaring that a re­
cital of mere advance rental payment 
applicable to the 10th year’s rent was 
income immediately upon receipt, there 
being no restrictive covenants of any 
kind, referring to the payment as se­
curity for performance, etc.
A distinction was drawn in the Clin­
ton Hotel Realty Corporation v. Com­
missioner, 120 Fed. 2nd 965 (CCA 5, 
1942) because the advance rental was 
represented as being security for per­
formance by the lessee and available 
as a remedy for numerous breaches of 
condition. For that reason the court 
held that the advance rental was not 
income in the year of receipt, but a true 
security deposit even though the lessor 
was not required to keep it in a sepa­
rate account and could use it for gen­
eral purposes. Evidently it takes “some­
thing new to be added” to make the 
difference—at least taxwise.
But not all advance payments fall in­
to the immediate collection hopper. The 
Bureau has made a concession in the 
case of publishers having an established 
accounting system whereby the ratable 
portion of prepaid subscriptions is taken 
into income each year, in releasing 
IT3369, CB 1940-1 Pg. 46. The conces­
sion seems to be due to the fact that 
the publisher had consistently adhered 
to that method.
On the debit side of the ledger, in­
volving deferring of expenses, I have 
already indicated that the Commis­
sioner is quick to demand that the cost 
be spread over anticipated life or fu­
ture periods to be benefited. Seemingly 
we have no divergences to speak of. 
But even there, tax accounting would 
seem to require that something be pres­
ent in the nature of a definite capital 
expenditure, thus denying an advertis­
ing campaign incurred in 1922 and 
1923 which resulted in increased rev­
enues in 1924 and 1925 as well as in the 
two earlier years. See F. E. Booth Com­
pany, 21 BTA 148. In that case, the 
Board admitted the correctness of the 
idea but required proof showing exact 
segregation for the purpose of amorti­
zation.
I could keep on citing and offering 
criticisms and comments on more and 
more cases involving such things as re­
serves for the care and maintenance of 
cemeteries, reserves for discounts and 
trade stamps, warranties and guaran­
tees, but all of this would be merely 
cumulative, repetitious and serve only 
to evidence other inconsistencies—and 
occasionally a light in the wilderness.
But we are probably surfeited with 
tales oft repeated, yet I cannot help but 
refer to one more case which has raised 
so much discussion—namely the treat­
ment of excessive depreciation taken in 
former years, particularly loss years 
where no tax benefits were obtained. 
The Virginian Hotel Corporation of 
Lynchburg v. Helvering, 319 U. S. 523 
(1943). The decision is the subject 
matter of a special report and recom­
mendation of the sub-committee on re­
search of the Federal Tax Committee 
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of the American Institute of Account­
ants. The opinion of the Supreme 
Court turned primarily on what was 
meant by “allowed” or “allowable” de­
preciation in the Internal Revenue 
Code.
Without entering into an extended 
discussion of the case, I submit that 
where it is found as a matter of fact 
that the life estimate was erroneous so 
that excessive depreciation was de­
ducted, the accounting adjustment 
which passes the reduction in the re­
serve account to the surplus account, 
produces a result that in effect declares 
that the earlier estimates of income for 
the particular years involved were er­
roneous. Hence, if the effect of the ad­
justment is to increase the net prior 
year’s income, a deficiency is indicated 
and under the treatment which I have 
advocated here earlier this morning, 
the application of a sound accounting 
rule will produce an equitable and just 
result. There would then be no neces­
sity for invoking a tax-benefit doctrine 
or additional Congressional patchwork 
dealing with excessive depreciation in 
a manner parallel to the recovery of 
bad debts, taxes and the like.
Conclusion
I realize that I have barely made a 
dent in clarifying and bringing into 
agreement the divergences between ac­
counting v. tax concepts of income. 
Undoubtedly there stand many ready 
to condemn the substitution of the 
somewhat elastic accounting concept 
for that which has been termed a “legis­
lator’s abstraction divorced from real­
ity.” I have not even touched on the 
alleged judicial sanction granted to the 
view that Congress may constitution­
ally tax gross income; that all allow­
able deductions are therefore consid­
ered only matters of legislative grace. 
In fact, I may have only served to stir 
up “muddy waters” and add to the con­
fusion.
The problem, however, is there. Its 
solution cannot be the work of one 
mind, or for that matter of one group. 
There is no conclusive prescription 
that I can leave with you that will, for 
all time, solve the enigmas. I believe, 
however, that a course of action is in­
dicated. Mature study and deliberation 
is required to develop it fully. We must 
be prepared to present authoritative 
views as to the meaning of income, con­
ceived not as a rigid formula, but one 
yielding to evolutionary processes.
The problem and its solution are in­
deed part of the greater fundamental 
task of framing a basic taxing statute, 
which will be free of subtle technicali­
ties and legalistic niceties, conceived in 
broad outlines, mindful of the needs of 
protecting both the revenue and all 
taxpayers, and above all comprehensi­
ble, even to accountants.
In the interim, before the dawn of 
the millenium, we and others may have 
to “write to our Congressman.” Judi­
cial change is a slow and laborious 
process, and though there are signs in­
dicating a turn to the right, express 
legislation in the nature of that recom­
mended by Colonel Montgomery and 
others may be required.9
9 Journal of Accountancy, July 1941, page 14: 
“when cash is received for services or material 
to be furnished or delivered in the future there 
shall be included in gross income during the 
taxable period of receipt only such portion of 
the receipts which are properly applicable to 
such period. When services are performed or 
materials delivered in later periods applicable 
parts of such deferred income shall be included 
in current periods. When the liability for de­
livery ceases any part of deferred income re­
maining shall be carried to current income of 
the period of such determination.”
If the trend should definitely turn to 
the use of proper accounting stand­
ards, differences could be resolved as in 
other fields, by calling upon the ac­
counting profession to determine what 
is true net income under the given cir­
cumstances. These opinions should be 
as persuasive to the Department, ad­
ministrators and the judiciary, as are 
those of authorities in other profes­
sional fields, who long have been util-
61
Federal Corporate Taxation
ized to settle technical and controver­
sial questions.
No impassable barrier to administra­
tive expediency would be incurred, if 
taxpayers were required to schedule 
items say of a deferred character, so as 
to apprise the Commissioner of income 
to be reported in later years, and thus 
close the door to possible errors of 
omission or commission; or to recom­
pute the tax to give effect to adjust­
ments applicable to prior years.
If there be but the will present, 
blessed if need be by Congressional ap­
proval, to rid ourselves of the overlay­
ers of specious reasoning that have be­
fogged the concept of income these 
many years, if there exists a genuine 
desire to approach the whole subject of 
income taxation in a cooperative mood, 
then indeed will reconcilement of 
these conflicting concepts have been 
achieved—for there will be no diver­
gences.
Taxation of Capital Gains and Losses
By Harold M. Groves
Professor of Economics, University of Wisconsin
Introduction
P
erhaps the two greatest riddles in 
income taxation are the treat­
ment of the undistributed prof­
its of corporations and the capital gains 
and losses of individuals. These two 
problems are intimately related.
One would like to think that his 
judgments on the controversial issues 
of taxation were based solely on evi­
dence. But the truth is, of course, that 
one brings to these problems emotional 
attitudes or biases that cannot fail to 
affect his judgments. One or two of my 
own biases might be stated in advance: 
I believe that it is desirable for the tax 
system to reduce substantially inequali­
ties in the distribution of wealth and 
income, and I believe that, if this is 
done, it should be done evenly. It 
should not level A, and leave B, whose 
circumstances are fundamentally the 
same, free from the leveling process. It 
is extremely important that the tax sys­
tem be stabilized after the war, but it 
will not be stabilized unless it provides 
a distribution of taxes in accord with 
the conscience of the American people. 
That conscience is growing more, not 
less, sensitive to inequalities. On the 
other hand, we are also vitally con­
cerned that taxes do not adversely af­
fect production and employment. 
These two interests—in equity and in 
production and employment—should 
weigh heavily, and perhaps equally, in 
each decision on taxation issues.
Past and Present Treatment of 
Capital Gains and Losses 
in the Tax Laws
I have here in my manuscript a de­
tailed outline of the historical develop­
ment of the taxation of capital gains 
and losses. A second table shows the de­
velopment of the definition of capital 
assets as provided in the tax law.
The canons of simplicity and stabil­
ity have been violated frequently, and 
often severely, in laws covering capital 
gains and losses. The main methods for 
the taxation of capital gains include 
treatment of such gains like other in­
come with no reduction for losses, tax­
ation with full allowance for losses, 
and classified taxation of gains with 
losses deductible only against gains of 
a similar class. The reduction of gains 
and losses by percentages dependent 
upon the length of time the assets have 
been held by the taxpayer, the appli­
cation of maximum rates, and various 
provisions for the carry-over of losses
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TABLE 1







Gains from Sale or Exchange 
of Assets
Losses from Sale or Exchange 
of Assets
included with other income 
subject to full normal and 
surtax rates.
Assets held over 2 years
Allowed in full against income 
of any kind.
At the election of the tax­
payer, capital net gains were 
taxable at 12½% in lieu of 
the normal and surtax rates; 
but if such election were 
made, the total tax, includ­
ing the tax on capital net 
gains, could in no case be less 









Assets held 2 years or less
Allowed in full against income 
of any kind.
Assets held over 2 years
Could be segregated from ordinary 
net income, and a tax credit of 
12½% of the capital net loss 
taken, but in no case could the 
tax be less than the tax (com­
puted at normal and surtax rates) 
would be if the capital net loss 
were deducted from ordinary net 
income.
Same as 1924 act.
do.
Assets held 2 years or less
Losses from sales or exchanges of 
stocks and bonds were limited 
to the gains from such sales. It 
was provided, however, that such 
losses disallowed in 1 year (to an 
amount not in excess of the net 
income) could be carried over and 
applied against gains from such 
transactions in the succeeding 
taxable year.2
Other losses were allowed in full 
against income of any kind. 
Assets held over 2 years
Same as 1924 act.
Assets held 2 years or less
Losses from sales or exchanges of 
stocks and bonds were limited to 
the gains from such sales.
Other losses were allowed in full 
against income of any kind.
(Table continued on following page)
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Same as 1921 act.
At the election of the tax­
payer, capital net gains were 
taxable at 12½% in lieu of 










Included with other income 






Allowed only to the extent of 
the gains from such sales.
do.
Allowed in full against income 
of any kind.
Assets held 2 years or less
Allowed in full against other 
income, but not against capital 
net gains.
Same as 1924 act.
Same as 1924 act.
Same as 1924 act.
do.
Same as 1924 act.
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(Table 1 continued)
Assets held over 2 years
Same as 1924 act. Same as 1924 act.
1934-36 1934 Percentages of gains or losses recognized
Period assets are held Percentages
1 year or less 100
Over 1 year but not over 2 years 80
Over 2 years but not over 5 years
Over 5 years but not over 10 years 
Over 10 years
Capital gains so computed 
are included in net income 






Capital losses so computed are 
recognized in determining net in­
come to the amount of the recog­
nized capital gains plus $2,000.
Percentages of gains or losses recognized
Period assets are held Percentages
18 months or less 100
Over 18 mos. but not over 24 mos. 66-2/3
Over 24 months 50
Assets held 18 months or less (short-term)
Capital gains not offset by Capital losses allowed only to the
allowed losses included with 
other income subject to full 
normal tax and surtax rates.
Assets held more than 18 months (long-term) 
Net capital gains computed 
on basis of foregoing percent­
ages are included with other 
income and subject to normal 
tax and surtax rates or seg­
regated and taxed at 30%, 
whichever method results in 
lesser total tax.
1942 1943
extent of gains of such trans­
actions but losses disallowed in 
1 year (to an amount not exceed­
ing net income) may be carried 
forward and applied against gains 
from such transactions in the 
succeeding taxable year.
Percentages of gains or losses recognized
Period assets are held Percentages
Not more than 6 months 100
More than 6 months 50
Assets held 6 months or less (short-term)
Capital gains not offset by 
allowed losses included with 
other income and subject to 
full normal tax and surtax 
rates.
Assets held more than 6 months
Net capital gains computed 
on basis of foregoing percent­
ages included with other in­
come and subject to normal 
tax and surtax rates, or seg­
regated and taxed at 50%, 
whichever method results in 
the lesser total tax.
Capital losses allowed against both 
short and long-term gains and to 
an amount of $1000 against other 
income. Disallowed losses may be 
carried over a period of five years. 
They may be used to offset short 
and long-term gains and other 
income to the extent of $1000 in 
each year.
Net capital losses computed on 
basis of foregoing percentages 
deductible against short or long­
term capital gains and to an 
extent of $1000 against other 
income. Disallowed losses may be 
carried over a period of five 
years. They may be used to 
offset short and long-term gains 
and other income to the extent 
of $1000 in each year.
1Treasury Department, Sources and Rates of Federal Taxation, Jan. 1, 1939. The Summary 
of the tax treatment in the 1942 Revenue Act is added by the writer.
2 The provision relating to the carry-forward of disallowed losses from sales or exchanges of 
stocks and bonds held 2 years or less was repealed by the National Industrial Recovery Act 
before it became effective.
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Net capital losses computed on 
basis of foregoing percentages are 
deducted from other income or 
30% of such losses is credited 
against the tax, computed on net 
income before deducting the net 
loss, whichever method gives the 
greater tax.
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not currently usable to offset gains, 
have provided additional refinements. 
These features have been used in vari­
ous combinations during the past twenty 
years (Table 1). The present tax treat­
ment classifies gains and losses as short­
term when the assets to which they per­
tain have been held six months or less. 
Short-term gains are taxed like other 
income. Long-term gains may either be 
reduced to 50 percent of their amount 
in reckoning income subject to the reg­
ular tax, or they may be taxed sepa­
rately at a maximum rate of 25 percent. 
The treatment of losses is parallel ex­
cept that they (whether long-term or 
short-term) can be deducted from capi­
tal gains in full and from other income 
up to a maximum of $1,000. Moreover, 
a five-year carry-over of unused losses is 
permitted. The treatment of capital 
gains and losses for corporations is gen­
erally similar (including the provision 
of a 25 percent maximum rate on long­
term gains) but there are some differ­
ences, such as the absence of the per­
centage reduction.
The definition of capital assets for 
purposes of reckoning gains and losses 
has differed substantially at times from 
that applied in accounting. In account­
ing, capital assets constitute one of sev­
eral classes of assets. They are more or 
less permanent in their nature and con­
sequently are frequently referred to as 
fixed assets. The function served by 
these assets in a business is aptly de­
scribed by Kohler and Morrison1 when 
they write that “capital assets are as­
sets which are employed indirectly in 
the manufacture and sale of the stock- 
in-trade; they are the tools of produc­
tion and distribution.’’ For most pur­
poses, capital assets are subdivided into 
tangible and intangible. The items gen­
erally listed under tangible are land, 
machinery, tools, furniture, fixtures, 
and delivery equipment; and those un­
1 E. L. Kohler and P. L. Morrison, Principles 
of Accounting, A. W. Shaw Co., Chicago, 1931, 
p. 351.
2  Revenue Act of 1921, Sec. 206 (a) (6).
3 Revenue Act of 1934, Sec. 117 (b).
4 Revenue Act of 1938, Sec. 117 (a) (1).
der intangible are patents, copyrights, 
trademarks, and goodwill.
A formal definition of capital assets 
was incorporated in the revenue act for 
the first time in the Act of 1921 (Table 
2). Capital assets were defined to in­
clude “property acquired and held by 
the taxpayer for profit or investment 
for more than two years (whether or 
not connected with his trade or busi­
ness), but does not include property 
held for the personal use of the tax­
payer or other property of a kind which 
would properly be included in the in­
ventory of the taxpayer if on hand at 
the close of the taxable year.”2 The 
1934 Act defined “capital assets” to in­
clude “property held by the taxpayer 
(whether or not connected with his 
trade or business), but does not include 
stock-in-trade of the taxpayer or other 
property of a kind which would prop­
erly be included in the inventory of the 
taxpayer if on hand at the close of the 
taxable year, or property held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his trade or 
business.”3 In 1938, “property, used in 
the trade or business, of a character 
which is subject to allowance for depre­
ciation” was excluded from the defini­
tion of capital assets.4 This provision 
excluded such important items as busi­
ness buildings, machinery and equip­
ment, and patents, from the classifica­
tion of capital assets and limited it 
primarily to stocks and bonds, land, 
and transactions carried on with the 
intent of speculating.
The scope of the definition was re­
stricted still more in 1942 when real 
property used in the trade or business 
was excluded from the concept. How­
ever, the 1943 law excludes from the 
category of capital gains and losses the 
profit and loss from a sale of real estate 
used in the taxpayer’s business only if 




Historical Summary of Property Included in and Excluded from Definitions






Assets Included in 





Assets Excluded from 
Definitions of Capital 
Assets
1913 Mar. 1, 
1913-
Property purchased by 
taxpayer. (Items ac­
countants generally list 
under capital assets— 
Tangible: land, build­
ings, machinery, tools, 





No time specified. Property acquired by gift, 




Property purchased by 
taxpayer for profit or 
investment.
Property held by 
taxpayer for more 
than two years.
In addition to above 
items, property held for 
the personal use or con­
sumption of the taxpayer 
or his family, stock-in- 
trade of taxpayer and 
other property ordinarily 





ceived as a gift or in 
exchange for other tax­
payer for profit or 
investment.
Property held by 
taxpayer for more 
than two years.
Property held for the 
personal use or consump­
tion of the taxpayer or 
his family, stock-in-trade 
of taxpayer and other 
property ordinarily in­




All property held by 
taxpayer except items 
specifically excluded.
No time specified. 
(An allowance was 
made for the length 
of time the assets 
are held by recog­
nizing a percentage 
of the capital gain 
or loss realized.)
Stock-in-trade of taxpayer, 
other property ordinarily 
included in inventory of 
taxpayer, and property 
held primarily for sale to 
customers in the ordinary 




All property held by 
taxpayer except items 
specifically excluded.
No time specified. In addition to the above 
items, property used in 
trade or business, of a 
character which is subject 
to the allowance for 
depreciation. (The latter 
provision includes such 
important items as busi­
ness buildings, machinery, 
equipment, and patents.)
1942 1942- All property held by 
taxpayer except items 
specifically excluded.
No time specified. In addition to the above 
items, property used in 
in the trade or business 
of the taxpayer1 and
Federal and State obliga­
tions issued on or after 
March 1, 1941 on a dis­
count basis and payable 
without interest at a fixed 
maturity date not exceed­
ing one year from date 
of issue.
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1943 1943— All property held by
taxpayer except items 
specifically excluded.
Real property used 
in the trade or 
business of the tax­
payer and held over 
six months. (It in­
cludes land, build­
ings and machinery.)
1 Gains realized from the sale of land which constituted a part of the taxpayer’s trade or 
business were taxable as a capital gain but losses on such transactions were deductible in full.
six months. Since 1934, gains on assets 
held for consumption purposes (such 
as residences) are taxable but losses on 
such property are not recognized. This 
is one of those “one way” provisions 
which creep into the statutes and play 
havoc with the good will of the tax­
payer.
Thus, while the treatment of capital 
gains and losses has developed usually 
to favor the recipient, the definition of 
capital assets, at least until the 1943 
law, tended to become increasingly re­
stricted.
British Experience
For over a century, the British in­
come tax law has specified that the tax 
was imposed “upon the annual profits 
or gains arising or accruing”5 from any 
property or service. At least before the 
First World War, it was through the 
word “annual” that the distinction be­
tween taxable and nontaxable income 
was drawn. According to the summary 
of court decisions made by the Royal 
Commission on the Income Tax in 
1920,6 in general the word “annual” 
was interpreted to exclude all income 
which was not likely to recur each year. 
Since capital gains are an irregular 
source of income for the majority of 
those who realize such receipts, most 
of them were not taxable under the 
British law. This distinction between 
taxable and nontaxable income also 
excluded other casual gains from the 
5 Public General Statutes.
6 Robert Murray Haig, “Taxation of Capital 
Gains,” The Wall Street Journal, March 25, 
1937, p. 6.
7 Report of the Royal Commission on the In­
come Tax, 1920, pp. 19-21.
tax base. Speculative profits, those from 
isolated or infrequent trading opera­
tions, and those realized by investment 
trusts from the sale of securities, were 
exempt.
During the war economy of World 
War I and immediately thereafter, 
there were opportunities for individu­
als to reap exceptionally large profits 
which escaped taxation at a time when 
the need for revenue was urgent. This 
aroused such public indignation that it 
resulted in an investigation of the in­
come tax by the Royal Commission. 
Among other observations the Commis­
sion stated:* 87
“In general we consider that such pow­
ers should be given by law as would enable 
the taxing authorities to deal with any case 
of casual or nonrecurring profits arising 
from a transaction that is prima facie a 
profit-seeking business transaction, since on 
the score of equity practically nothing can 
be said for the present exemption of these 
profits. Profits which arise from ordinary 
changes of investments should normally re­
main outside the scope of the tax, but they 
should nevertheless be charged if and when 
they constitute a regular source of profit.”
From a careful reading of this and 
other paragraphs of the Commission’s 
report, one arrives at the conclusion 
that the Commission advocated the in­
clusion in the income tax base of prof­
its arising from operations of a trading 
nature which were neither recurrent 
nor which could be described as “an­
nual” in the court’s interpretation of 
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The items listed above 
with the exception of real 
property used in the trade 
or business of the tax­
payer. The latter type of 
property is excluded 
from definition of capital 
assets if held by the tax­
payer six months or less.
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the term. Furthermore, it appears that 
the Commission contemplated taxing 
profits from speculative transactions. 
On the other hand, it was explicitly 
stated that profits arising from ordinary 
changes in investments should remain 
outside the scope of the tax unless they 
constituted a regular source of income.
Although the recommendations of 
the Royal Commission were not incor­
porated in the statutes, the report stim­
ulated a vigorous effort to tax the prof­
its realized from certain transactions 
which the Board of Inland Revenue 
had regarded as outside the scope of the 
existing law.8 The word “annual” as it 
was used in the statute was reexamined, 
and profits accruing from two types of 
transactions were reconsidered: first, 
profits arising from a series of transac­
tions, each one separately not constitut­
ing the carrying-on of a trade; and 
second, those accruing from a single 
transaction which was obviously in the 
nature of a trade.
8George O. May, “The British Treatment of 
Capital Gains, Journal of Accountancy, Vol. 73, 
p. 505.
9 “Accretions of Capital or Income Receipts,” 
The Law Times, vol. 176, July 29, 1933, p. 85.
10 Pickford v. Quirke Case, 139 L.P. Rep. 500 
(1927), Roswell Magill, Taxable Income, (The 
Ronald Press Co., New York, 1936), p. 76.
11 Robert Murray Haig, “Taxation of Capital 
Gains,” The Wall Street Journal, March 25, 
1937, p. 6; Randolph E. Paul, Statement Be­
fore the Ways & Means Committee of the 
House of Representatives on the H. R. 6358, 
March 30, 1942, Exhibit 6; Roswell Magill, 
Taxable Income, (The Ronald Press Co., New 
York, 1936), pp. 88 and 89.
12 Robert Murray Haig, “Taxation of Capi­
tal Gains,” The Wall Street Journal, March 
29, 1937, p. 4.
The British Courts have adapted 
their interpretation of statutes to ac­
commodate this new trend. It is now a 
well-established principle that any prof­
it from a sale or resale is generally tax­
able if the transaction can be regarded 
as an incident of a trade or business.9 
The courts have also sought to restrict 
the scope of “casual profits” by exclud­
ing a series of transactions, even though 
each one individually would not consti­
tute the carrying-on of a trade or busi­
ness.10 11
Many critics who have studied the 
English method of dealing with capital 
gains emphasize the arbitrariness and 
the practical difficulties encountered in 
drawing a line between taxable and 
non-taxable income11. Haig cites an ex­
ample to illustrate the uncertainty 
which confronts the English taxpayer 
in regard to taxable and tax-free capi­
tal gains. From a chance caller, a prom­
inent barrister learned that the owner 
of a certain building in the London 
business district desired to sell the prop­
erty. The barrister knew of a prospec­
tive buyer and arranged for a meeting 
of the two individuals, which resulted 
in a £300,000 real estate transaction 
and the payment of £10,000 to the bar­
rister. Inasmuch as the payment could 
not be termed a legal fee or, in other 
words, a profit from a transaction in 
the nature of a trade or business, the 
barrister was uncertain of his tax status 
and disclosed the transaction to the 
Board of Inland Revenue. The result 
was a dispute which was finally com­
promised by the payment of one-half 
the tax. Close cases can be cited of 
transactions which have been judged 
as being either in or not in the course 
of a trade or business, and the hair­
splitting distinctions are both uncon­
vincing and extremely difficult to fol­
low.
A principal disadvantage in the 
British system of exempting specific 
capital gains from the income tax is 
found in the opportunities for tax eva­
sion.12 For most taxpayers, a number of 
devices are available whereby dividends 
and interest may be converted into tax- 
free capital gains, and, in some circum­
stances, rents, wages, and salaries can 
likewise be converted into tax-free re­
ceipts. Corporation stocks are often 
purchased for the anticipated rise in 
the market value rather than for the 
annual yield. Interest-bearing securities
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are purchased at a discount below par 
and sold at or near par just before the 
maturity date. Other more involved 
devices are also employed to achieve 
the same end. A taxpayer in a high in­
come bracket subject to the surtax, will 
sell securities just before the dividend 
date to a purchaser in a low income 
bracket and then buy them back shortly 
afterward. The temporary owner of the 
securities collects the dividends, which 
in his case are not subject to the surtax, 
and the owner of the securities reaps a 
tax-free capital gain equivalent to the 
dividends. A peculiarity of the British 
law provides such taxpayers with cus­
tomers. Certain corporations are in a 
position to reduce their tax liability 
through the technique of buying securi­
ties with accumulated potential divi­
dends and selling them without the 
dividends. Since the tax is collected at 
the source, the corporation is in a posi­
tion to offset the tax on dividends with 
the capital losses incurred on the trans­
actions. In other words, a corporation 
receives a certificate for taxes paid with­
out paying any and thus reduces its 
own tax liability. Legislation passed in 
192713 seeks to prevent a taxpayer in a 
high income bracket from selling his 
securities before the date of dividend 
distribution to a taxpayer in a low in­
come bracket. If a taxpayer by this 
method avoids more than 10 percent of 
his surtax, he can be assessed on the as­
sumption that the dividends accrued 
daily and that the sale had not oc­
curred. An inquiry into the loss of rev­
enue traceable to such devices shows 
the loss to be much less than might be 
anticipated. However, Professor Haig is 
of the opinion that this is a high tribute 
to British tax administration and to the 
tax-paying morale of British taxpayers 
rather than to the British method of 
dealing with capital gains.14
13 Finance Act, 1927, Section 33.
14 Robert Murray Haig, “Taxation of Capital 
Gains,” The Wall Street Journal, March 29, 
1937, p. 4.
Kinds and Forms of Capital Gains
Capital gains are a complex phenom­
enon. In the case of common stocks, 
such gains may be due, in whole or in 
part, to reinvested corporate income. 
Such reinvestment, if uncapitalized by 
the issuance of new securities, will tend 
to result in an increase in the value of 
stocks. This increase will be realized 
by the stockholder at the time of sale. 
(It is true that stock prices reflect the 
prospects for future earnings rather 
than invested capital, but investment 
helps to create the future earnings.) If 
reinvested earnings were taxed in full 
at the time of reinvestment, full taxa­
tion of the increment to stock values 
resulting therefrom would be a clear 
case of double taxation. Double taxa­
tion could be avoided only by crediting 
the taxpayer with taxes paid by the cor­
poration on gains attributable to rein­
vestment. Applying a credit mechanism 
would be a difficult administrative task.
Some capital gains are due to changes 
in the general price level (inflation). It 
is often claimed that these are illusory 
increases in value and should not be 
taxed, but this argument loses weight 
when the distribution of benefits and 
injuries from a rise in the price level 
(benefiting in general those holding 
stocks and real estate) is taken into ac­
count. Gains due to improvement in 
the prospects of particular investments 
are sometimes the result of a shrewd in­
vestment and sometimes merely a wind­
fall. Gains may be obtained from short­
term stock-market operations or may 
accrue gradually because of the plough­
ing back of profits in a long-term in­
vestment. Unfortunately, quantitative 
data showing the importance of these 
various classes are limited and unsatis­
factory. Capital losses parallel capital  
gains, and, as is usually the case with 




Characteristics of Capital Gains as 
Indicated by Quantitative Evidence 
Available quantitative evidence con­
cerning capital gains and their taxation 
supports the following conclusions:
(1) Capital gains provide a minor source 
of income in the economy and they 
are received by relatively few taxpay­
ers. On the other hand, they are often 
a major source of income for particular 
individuals, and the total income de­
rived from them is by no means negli­
gible. Data on sources of income, taken 
from returns filed in compliance with 
federal and Wisconsin state income tax 
statutes, are available.  In the Wiscon­
sin data, the percentage of taxpayers 
reporting gains ranges from 3.9 in 1929 
to 1.8 in 1934. On the federal returns, 
a larger proportion of the taxpayers re­
ported capital gains: 3.1 percent in 
1934 and 11.5 percent in 1936. The 
differences may be due largely to the 
lower personal exemptions prevailing 
in the federal law during these years. 
(It is a well-known fact, of course, that 
capital gains are most common among 
the recipients of large incomes.) In 
1929, 2.5 percent and, in 1935, 1.5 per­
cent of Wisconsin taxpayers reported 
capital gains as their only income or 
as one of the two largest sources. On 
the 1936 federal returns, capital gains 
constituted 26.2 percent, or approxi­
mately one-fourth, of the total net in­
come of those who reported them.
15
(2) For most taxpayers, capital gains are 
an irregular source of income. The oc­
currence of capital losses is also irregu­
lar, but the correlation of the latter 
with gains is very low. The Wisconsin 
15 A study of income was made by the Wis­
consin Tax Commission under the direction of 
Frank A. Hanna with funds granted by the 
Works Progress Administration. The project 
provides complete coverage of the income re­
ported by Wisconsin taxpayers for 1929, 1935, 
and 1936, a sample for 1934, and data on the 
changes in the individual incomes of 13,184 
identical taxpayers from 1929 to 1935 inclu­
sive. (Patterns of Income, 1939) The tabula­
tions from the Wisconsin returns were made 
as a part of the Wisconsin Income Tax Study. 
The tabulations from the federal returns were 
made by the Division of Tax Research of the 
Treasury Department in cooperation with the 
Works Progress Administration.
study included a special analysis of the 
returns of 13,184 families, selected as a 
sample of those who filed income tax 
returns annually from 1929 to 1935 
inclusively. The families realizing gains 
(1,479) were tabulated by the number 
of years these receipts were reported. 
Nine hundred and seventeen families, 
or 62 percent, reported them for only 
one year; 70 families, or 4.7 percent, 
reported them for four years; and 15 
families, or 1 percent, reported them 
for each of the seven years. Of the fami­
lies who reported capital losses (1,865), 
less than one-half, or 42½ percent, al­
so reported gains during the seven-year 
period. The majority of the families, 
or 60 percent, who reported capital 
gains for only one year, reported no 
losses. On the other hand, 87 percent 
of those who reported gains for four 
years also reported losses, and 80 per­
cent of those who reported gains for 
each of the seven years likewise re­
ported losses.
(3) A sizable proportion (about one-third) 
of realized capital gains are on assets 
which have been held a year or less, 
but the majority are on assets which 
have been held for longer periods, in 
some cases beginning before the enact­
ment of the income-tax laws. Contrary 
to what might be supposed, more than 
a proportionate share of long accruals 
are associated with the larger incomes. 
Taxpayers with net incomes of $25,000 
and less report the largest percentage 
of gains from assets held one year or 
less, while those taxpayers with net in­
comes of $50,000 and over report the 
largest percentage of gains from assets 
held over ten years.
(4) Capital gains provide a substantial but 
an unstable portion of income tax rev­
enues. An estimate of the yield from 
1926 to 1940 is presented in Table 3. 
In 1928, almost half of the revenue 
came from this source and, in the last 
four years of the twenties, over 30 per­
cent. On the other hand, in 1931 net 
losses decreased the revenue by more 
than one-fourth of the total collected 
and net losses were also registered in 
1930 and 1932. Over the fifteen-year
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TABLE 3
REVENUE FROM INDIVIDUAL INCOME TAX RETURNS AND 
ESTIMATED NET REVENUE FROM CAPITAL GAINS 
AND LOSSES,16 1926-1940


















1926 225,485 $732,475 30.8
1927 296,879 830,639 35.7
1928 576,001 1,164,254 49.5
1929 420,971 1,001,938 42.0
1930 —15,226 476,715 -3.1
1931 -89,001 246,127 -26.6
1932 —79,917 329,962 -19.5
1933 16,167 374,120 4.3
1934 17,197 511,400 3.4
1935 85,257 657,439 13.0
1936 201,941 1,214,017 16.6
1937 58,188 1,141,569 5.1
1938 52,873 765,833 6.9
1939 26,995 928,694 2.9
1940 12,868 1,494,139 .9
TOTAL 1,806,678 11,869,321 15.2
16 Taxes computed on basis of statutory provisions in the given year.
Source: Computed from figures presented by Randolph E. Paul, Tax Advisor to the Secretary 
of the Treasury, before the Ways and Means Committee of the House of Representatives on 
H. R. 6358, March 30, Division of Tax Research, Treasury Department, Exhibit 3.
period, the estimated net revenue from 
capital gains constituted 15.2 percent 
of the individual income tax revenue. 
It is impossible to say what the pro­
portion might have been had not capi­
tal gains and losses been subject to spe­
cial treatment. Among the unknown 
variables in such a calculation are the 
degree to which realization itself is af­
fected by the tax rate and the effect of 
restrictions on the deductibility of 
losses.
The Joint Committee of Internal 
Revenue has studied the relative fluc­
tuations of the British and our federal 
income tax revenues from 1923 to 1933 
inclusively. The maximum annual rev­
enue from the British income tax was 
only 35 percent above the minimum 
amount, while the maximum annual 
revenue from our federal income tax 
was 280 percent above the minimum 
amount. The explanation of this strik­
ing difference cannot be made in sim­
ple and single terms. Cyclical fluctua­
tions in Great Britain were less severe. 
The British relied much more heavily 
on their standard rate of tax than we 
did. Finally, there is the capital gains 
feature of our law, which undoubtedly 
contributed substantially to the fluctu­
ation.
The variation in the revenue in the 
United States from net taxable income 
with the exclusion of capital gains and 
losses is 45.7 percent as large as the 
average annual revenue from 1926 to 
1940 inclusively. A similar measure of 
the revenue yield of net capital gains 
discloses a variation of 151.7 percent 




CAPITAL GAINS AND LOSSES REPORTED BY
WISCONSIN TAXPAYERS IN 1929, 1934, 
1935, 1936.
TABLE 4
Year Capital Gain Capital Loss Net Gain or Loss
1929 $58,001,035 $37,428,289 +$20,572,726
1934 6,810,274 30,171,039 - 23,360,765
1935 13,565,513 29,124,200 - 15,558,687
1936 22,279,560 26,181,050 - 3,901,490
Source: Compiled from Wisconsin Tax Commission, Wisconsin Individual Income Tax Sta­
tistics; 1929 Income, Vol. I, Table I; 1934 Income, Vol I, Table I; 1935 Income, Vol. I, Table I; 
and 1936 Income, Vol I, Table IX.
(5) The significance of capital losses (like 
other losses) is often not fully appre­
ciated. The policy of segregating losses 
(allowing their deduction only against 
capital gains) has eliminated a consid­
erable proportion of these losses from 
federal income tax returns, and statisti­
cal evidence as to the total of such 
negative income is thus unavailable. 
However, since capital losses were de­
ductible in full under the Wisconsin 
income tax, the total amount of losses 
realized by Wisconsin taxpayers can be 
determined from the returns. A com­
pilation of these losses, together with 
the capital gains, has been made for 
the years of 1929, 1934, 1935, and 1936, 
and is submitted in Table 4. It will be 
observed that, while the gains substan­
tially exceeded the losses in 1929, the 
other three years showed losses in ex­
cess of gains. The proportion between 
the capital gains and losses reported 
on the Wisconsin returns suggests that 
a large part of the revenue secured 
from net capital gains on the federal 
returns may be due to limitations 
placed on the deduction of capital 
losses.
(6) Capital gains tend to be concentrated 
in the upper brackets of income and 
capital losses in the lower brackets. 
Based upon somewhat fragmentary 
data, a calculation was made of the 
difference by brackets between present 
effective rates of tax and what these 
rates would be were capital gains in­
cluded in the base. The present rate 
on a $500,000 income is not really 
88.6 percent. In actuality it is around 
68.8 percent. The rate on a million- 
dollar income, well over a third of 
which is capital gains, is not really 90.0 
percent; it is 70.9 percent.
Issues in the Taxation of Capital 
Gains
Several outstanding issues in the tax­
ation of capital gains and losses may 
now be discussed.
Are Capital Gains Income?
Were it not for the practice of the 
British and the support of their pro­
cedure by many Americans, one might, 
perhaps, pass over the question, “Are 
Capital Gains Income?” with the as­
surance that an affirmative answer is 
obvious. Certainly the presumption fa­
vors an affirmative view and the burden 
of proof should rest with the dissent.
Capital gains result from a sale of 
real estate or securities and are not un­
like, in many respects, the trading prof­
it that results from the sale of fish or 
potatoes. They are an important ele­
ment in the distribution of economic 
power. They are closely related to other 
forms of income. Corporate saving, as 
previously noted, may be realized by 
the stockholder in the form of a capital 
gain. Recognition of the latter as in­
come is an essential step to the even­
tual inclusion in the stockholder’s tax 
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base of what he gains through corpo­
rate investment. A discount on a bond 
is a substitute for interest to be paid. 
In the case of a corporation, the buying 
and selling of securities are often close­
ly integrated with other business of the 
concern; and, even in the case of indi­
viduals, the difference between buying 
and selling as a business and doing so 
as an investment avocation is rather 
artificial. If the depreciation and obso­
lescence of physical capital are (nega­
tive) income, the depreciation and ap­
preciation of investment assets seem en­
titled to the same status. It may seem 
that a line should be drawn between 
short-term (speculative) and long-term 
(investment) gains, labeling the former 
income and the latter something else, 
but the distinction is not convincing.
Equity and the Taxation of
Capital Gains
Is it equitable to tax capital gains 
like other income? The answer to this 
question is rather clearly and all but 
unanimously affirmative. Capital gains, 
like other income, represent taxpaying 
ability. With utilization of net income 
as a measure of taxpaying ability, it is 
essential to include all items of per­
sonal income in the tax base. One-third 
of the tax base for individuals who re­
alize capital gains is made up of such 
receipts. The prime objective of any tax 
is the collection of revenue. Not only 
does the taxation of capital gains add 
to the revenue, but it prevents evasion 
of taxes by other types of income.
To be sure, capital gains are often, 
as the British would say, “casual in­
come.” This means that they are often 
quite irregular in their realization. But 
most income is casual to some degree. 
The main objection to taxing casual 
income is that, since it occurs irregu­
larly, it is punished by the application 
of the higher rates in a progressive scale. 
We need some new techniques in our 
income tax to permit refunds or cred­
its where the tax on annual income over 
a period of years greatly exceeds what 
the tax would have been on average 
income. The development and adop­
tion of such techniques is a primary 
prerequisite for any reasonable and 
satisfactory solution to the problem of 
taxing capital gains.
The taxation of capital gains is a 
necessary feature of a program with the 
objective of applying the personal in­
come tax to all the income accruing to 
the individual, including that which he 
saves through the medium of a corpora­
tion. Of course, the corporate saving 
may have been subject to a corporate 
income tax or an undistributed earn­
ings tax at the time the corporation 
earned the income. As stated before, 
logically it ought not to be taxed a sec­
ond time without a credit for the taxes 
previously paid. But the credit would 
be difficult to administer and might be 
ignored in the name of rough justice if 
the corporate or undistributed earn­
ings tax were relatively low. The ele­
ment of duplication might be accepted 
as a rough equivalent of the concession 
as to time granted the taxpayer before 
making a full personal tax settlement. 
The corporate tax would not approach 
the tax levels of most surtaxpayers. 
Should this be considered unfair to the 
taxpayers (particularly the smaller 
ones), some concession might be consid­
ered in the application of the normal 
tax to gains derived from common 
stock.
If capital gains are to be taxed, the 
present system of permitting them to 
be wiped out by the death of the tax­
payer is unjustifiable. Transfers at 
death and by gift should be treated as 
realizations by decedents and donors at 
market values current at the time of 
transfer. (At present, the “basis” of as­
sets received by an heir is their value as 
of the date of death and not their cost 
to the donor.) This proposal is impor­
tant for equity and for a generally sat­
isfactory solution of many tax problems 
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outside the field of capital gains. It en­
sures that all corporate income will 
eventually be taxed at the personal 
level. A principal argument for elimi­
nating the corporate tax, as such, is that 
this levy constitutes double taxation of 
the risk-taker. But we cannot consis­
tently argue thus and at the same time 
provide a loophole through which 
much corporate income escapes the 
personal tax entirely. The logical al­
ternative to the taxation of capital gains 
at death appears to be a very high un­
distributed profits tax.
At the present time, many capital 
gains are never realized. Stock may re­
main in the hands of one family for 
generations and the values that accum­
ulate as a result of corporate reinvest­
ment never appear in the personal in­
come tax base. The same is not equally 
true of losses, for in their case the tax­
payer stands to gain by an early reali­
zation.
There are some difficulties in the 
proposal to make a death transfer the 
occasion for the realization of a gain or 
loss for purposes of income taxation. 
The principal ones concern the con­
currence of the capital gains tax and the 
death tax at the same point of time. 
Of course, the tax on capital gains 
would reduce the base of the estate tax 
and would not itself be subject to a sec­
ond tax. As to the timing problem, 
death taxes can be anticipated by gifts 
before death and they can be paid on 
the installment plan over a ten-year 
period after the taxpayer’s decease. Pro­
vision might also be made for anticipat­
ing the capital gains tax. The taxpayer 
might (within limits) be allowed to 
write up the basis of his assets while he 
still lived.
Many accept the view that loopholes 
in our tax laws are easier to obtain and 
retain than reduced rates of tax and 
that it is sound strategy to defend the 
loopholes rather than attack the rates. 
This represents a cynicism which the 
author is unable to share. It is unsound 
to advocate income tax rates which Con­
gress is unwilling to apply universally 
and enforce effectively.
Discouragement of Exchanges
Would the taxation of capital gains 
at full personal income tax rates greatly 
reduce the exchanges of investment 
capital and destroy the liquidity of 
such capital? Many have answered this 
question in the affirmative and have 
based thereon the conclusion that capi­
tal gains should be treated with care 
by the tax system. Why should a tax­
payer make an exchange of investments 
if by so doing he must forfeit a sub­
stantial part of his income-earning as­
sets to the government?
This appears to be the strongest and 
soundest argument for low-rate taxa­
tion of capital gains. But it is by no 
means conclusive. Account must be 
taken of the fact that at present it is not 
so much the tax on capital gains which 
discourages exchanges as it is the loop­
holes in the tax. If one is to be taxed 
on his gains eventually anyhow and a 
favorable opportunity for an exchange 
now presents itself, the transaction may 
appear desirable in spite of a tax on 
the capital gain. It is true that post­
ponement would leave more capital in 
the hands of the taxpayer. But he might 
also consider the embarrassment attend­
ing the combination of taxes at time of 
death and the higher bracket rates (in 
spite of averaging) that might then 
apply.
As to the willingness to make ex­
changes, something will depend upon 
the rate schedule of the personal tax. 
If the income tax were applied uni­
versally to all incomes, rates could and 
should be substantially lowered from 
their present levels. A scale that did not 
exceed 50 percent on personal income 
up to $100,000 might be one that could 
be applied to a tax base including capi­
tal gains.
There is a question as to how much 
the social interest is involved in the
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matter of liquidity of investments. It is 
not demonstrated that some restraint 
upon the willingness to exchange se­
curities would be disastrous.
Capital Gains Taxation and 
Enterprise Incentives
Capital gains, along with dividends, 
are the principal form of return for 
risk-taking and the latter is of great 
strategic importance in a dynamic econ­
omy. Moreover, new enterprises might 
obtain new capital were it not for the 
unwillingness of investors in estab­
lished enterprises to exchange invest­
ments and thus realize a capital gain 
and pay a tax.
On the other hand, it can be an­
swered that if entrepreneurial income 
is overtaxed, rates should be reduced 
and the double taxation of such income 
should be eliminated. There is no real 
distinction between capital gains and 
dividends as incentives that would just­
ify a special classification and espe­
cially favorable treatment for the 
former.
Losses are undoubtedly an extremely 
important element in the psychology of 
incentives. A taxpayer’s willingness to 
take risks will withstand high tax rates 
on his gains if he is assured parity 
treatment for his losses.
If, in “incentive taxation,” it is rea­
sonable to draw a distinction between 
business and wealth, principal concern 
should be for the former. The capital 
gains tax is more a levy on wealth than 
one on business. Like the death tax, it 
says in effect to the active businessman: 
“We will spare you to some extent 
while you are developing your business 
and employing your funds actively in 
the interest of society, but when you 
retire we shall have to insist on a set­
tlement with the tax system.”
Parity Treatment for Capital Losses
Should capital losses be given a 
status in full parity with that of capital 
gains? The feature of our present prac-
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tice especially resented by investors is 
the segregation of losses with the pro­
vision that they may be offset only 
against similar gains. Under the present 
law as it now stands, many taxpayers 
feel that the government is guilty of 
sharp practice in taxing their gains and 
ignoring their losses. Emil Schram, 
president of the New York Stock Ex­
change, relates the reaction of many 
investors as follows: “I know that this is 
a sound venture and I know that it 
needs equity money, but I won’t go into 
it because if it succeeds, I will have to 
give most of my gain to the govern­
ment, while if it fails, I will have to bear 
all the losses myself.”17 One-way rules 
usually cause resentment and there is a 
strong presumption against them. (An­
other case of this kind is the rule that 
gain on the sale of a residence is taxable 
whereas loss on the same type of trans­
action is not deductible.) This criticism 
is strengthened by the fact that gains 
and losses are likely to be realized in 
different years and that available evi­
dence shows a low correlation in the 
realization of gains and losses. Conse­
quently, the possibility of offsetting one 
against the other is slight in many cases, 
a contingency only partially relieved by 
the more generous carry-over of losses 
now allowed.
Segregation and limited deduction 
privileges for losses are a logical de­
fense against the propensity of taxpay­
ers to manipulate the realization of 
gains and losses. But taxation of gains 
and the allowance of losses “realized” at 
death plus the development and appli­
cation of averaging would make such 
manipulation much less attractive and 
feasible.
As previously stated, losses are an ex­
tremely important factor in incentives 
and favorable treatment for these in­
vestment failures may be at least as im­
portant in motivation as favorable 
treatment for gains.




In conclusion, the answer to the prob­
lem of capital gains taxation is to treat 
capital gains like other income. This is 
conditioned with the corollaries that 
tax rates on all income can and should 
be moderated and that all fluctuating 
income should have the benefit of an 
averaging feature added to the income 
tax system. It also is conditioned by the 
proposal to grant parity treatment to 
losses. This in turn is conditioned with 
the proposition that gains and losses 
“realized” at death should be subject 
to the tax system. Finally, this whole 
program should be a part of a tax re­
organization which is more, not less, 
favorable to enterprise.
Implications of the Carry-back and 
Carry-forward Provisions
By Maurice Austin, New York
Chairman, Subcommittee on Current Legislation, Committee on Federal Taxation, 
American Institute of Accountants
Experience with the actual work­
 ing of the carry-back and carry­
 forward provisions has revealed 
the usual number of shortcomings and 
surprises—some technical, some more 
fundamental. Fear of possible abuse has 
led to demands for change. Suggestions 
for postwar revision are numerous. The 
time seems appropriate, therefore, for 
re-examination of the entire subject in 
the light of basic objectives, shortcom­
ings in present achievement and possi­
bilities for improvement.
While such examinations of funda­
mental policies and purposes underly­
ing technical tax provisions frequently 
prove more interesting than fruitful, 
the present inquiry has been approached 
more optimistically, encouraged to a 
great extent by the prominence cur­
rently accorded the tasks of immediate 
postwar revision and long-range over­
hauling of our tax laws. At least it is 
hoped thereby to clarify the issues suffi­
ciently to facilitate intelligent selection 
and adaptation of a pattern for future 
’ policy.
In their present form, the carry-back 
and carry-forward provisions have three 
general functions; first, within certain 
limits, to avoid taxing more than the 
actual net income over a period of 
years, despite alternation of annual 
business profits and losses; second, 
within similar limits, to avoid taxing as 
excess-profits more than the actual ex­
cess-profits during the entire war period, 
despite the presence therein of some 
subnormal profit years; and, third, 
through the carry-back device, to take 
into account, in the computation of 
wartime income and excess-profits, sub­
sequent losses and expenditures stem­
ming directly from wartime operations, 
cessation of war production, conversion 
to peacetime economy, and consequent 
economic dislocations.
The first and second functions recog­
nize that alternation of losses and prof­
its is normal business experience, and 
that losses are frequently the founda­
tion for later profits; they give but 
limited recognition, however, to the 
tax handicap of persons and corpora­
tions with widely fluctuating incomes. 
The third function, which may be 
termed the “postwar reserve function,” 
rightly assumes that wartime profits fre­
quently generate postwar losses, and 
that rates as high as 95% become con­
fiscatory and destructive if applied to 
swollen wartime profits without taking 
account of the inevitably resulting post­
war losses and expenses. With respect to 
all of these objects, the carry-back and 
carry-forward provisions, like many 
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other features of the tax law, are a com­
promise between principle and ex­
pediency.
The Fluctuating Income Problem
The problem of peaks and valleys in 
annual income presents two aspects: 
First, irregularity of annual income by 
itself increases tax liability substantially 
over that applicable to more stable in­
comes. (Thus, the total federal tax of 
a married individual with an annual 
net income of $20,000 for three years 
is $22,000, whereas the same aggre­
gate net income realized in successive 
annual amounts of $10,000, $45,000 
and $50,000, results in a tax of $27,400.) 
Second, entirely apart from the ques­
tion thus presented, alternation of an­
nual losses and profits can result in tax­
ing a good deal more than the actual 
net income over a period of years.
Absorption of Net Operating Losses
Apart from the excess-profits tax, the 
carry-back and carry-over provisions 
deal only with the loss aspect of the 
fluctuating income problem—this, of 
course, through the net operating loss 
deduction. The most important limita­
tion on the effect of these provisions is 
the two-year back-and-forward feature, 
which makes them fall far short of in­
suring that the total income taxed over 
a period of years will not exceed the 
actual net income. Although the statu­
tory rule of applying each loss in strict 
chronological order to the four sur­
rounding years, and of similarly apply­
ing successive losses, assures maximum 
absorption of the losses, there are ob­
viously many situations in which losses 
are not fully absorbed. And while, as 
a general rule, the two-year feature per­
mits deduction of a loss against income 
of four years, circumstances frequently 
make less than four years’ income avail­
able for that purpose.
The following are some of the typical 
situations in which the limitations of 
the two-year provision become ap­
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parent:
(1) A generally profitable business 
which occasionally sustains a large 
loss exceeding the income of the 
surrounding four years. The excess 
loss in such case remains unab­
sorbed.
(2) A newly incorporated business sus­
taining initial losses large in 
amount or extending over a period 
of years before normal operating 
conditions are attained. Here the 
carry-back provisions are obviously 
academic and the initial losses may 
be applied only against income for 
two succeeding years, which only 
too frequently is insufficient to ab­
sorb them.
Parenthetically, it may be noted 
that one of the stated reasons for 
the re-enactment of the loss carry­
over provisions of 1939 after a 
lapse of seven years, in which the 
loss carry-over was sacrificed to fiscal 
expediency, was the desire to aid 
new businesses of precisely this 
type.
(3) Cases of losses for several successive 
years. Invariably, in these cases, less 
than four years’ income is available 
to absorb each loss, and the extent 
to which the losses are absorbed de­
pends on the precise combination 
of incomes and losses, in terms of 
number, amount and chronological 
arrangement.
(4) Cases of losses for several noncon­
secutive years. For example: if a 
1940 loss has completely offset 1941 
and 1942 income, a 1943 loss can 
be offset only against income of the 
two succeeding years, any unab­
sorbed balance then remaining un­
applied.
(5) Cases involving short taxable years. 
For example, a corporation which 
changes from a calendar year to a 
January 31st taxable year, effective 
January 31, 1944, can apply a 1943 
loss against only 37 months’ in­
come, viz., of the years 1941 and 
1942, the one month ended Janu­
ary 31, 1944, and the year ended 
January 31, 1945.
Federal Corporate Taxation
If as is possible the carry-back is not 
retained as a permanent peacetime fea­
ture of our tax system, the limiting ef­
fect of the two-year provision will, of 
course, be doubly severe.
These obvious limitations suggest 
equally obvious possibilities of remedy. 
One of the common suggestions is to 
allow an unlimited carry-forward of 
losses. This has been receiving more 
than usual attention, primarily because 
of the emphasis placed upon the prob­
lem by present high rates, which can 
easily become confiscatory in the ab­
sence of adequate provision or absorp­
tion of losses. Nevertheless, the wisdom 
of an unlimited carry-forward is de­
batable. Entirely apart from the effect 
on tax revenues, it would seem doubtful 
policy to permit a company which had 
suffered a major business disaster to re­
main indefinitely immune from taxa­
tion until, if ever, it should once more 
reach its lost financial level. Large 
initial losses, followed by a long period 
of break-even results or moderate prof­
its, might have no reasonable relation 
to substantial profits thereafter made. 
Corporations thus situated would have 
an immense competitive advantage in 
securing new capital. Serious considera­
tion would have to be given to the effect 
of readjustment in insolvency proceed­
ings, such as extinguishment of stock­
holders’ equities and scaling down of 
debts, the effect of which on net operat­
ing loss deductions becomes much less 
important with a limited carry-over 
period. Provision would be necessary 
for individuals who go in and out of 
business, and, apart from that, it might 
be necessary to permit the carry-forward 
as a deduction only against business 
income.
A modification of this thought is 
within more practical reach and merits 
serious consideration, namely: a more 
extended carry-forward period, e.g., 
four or five years, or even more. Such 
an extension would obviously be more 
effective than the present provision in 
accomplishing the objective of the loss 
carry-over provision, whether in the 
case of new businesses or in the case of 
businesses with violent fluctuations 
from plus to minus in operating results. 
This is particularly important at a time 
when encouragement of new business 
ventures is deemed vital. It will be even 
more important if the carry-back pro­
visions are eliminated after they have 
served their emergency postwar reserve 
function.
Carry-over provisions by themselves 
are effective in absorbing losses only 
where profits follow losses and, consid­
ering taxpayers as a group, are operative 
only in periods of business expansion. 
They afford no relief in periods of de­
clining business activity, when losses 
follow profits. In such periods, only 
carry-back provisions can meet the situ­
ation. As a permanent feature of our 
tax system, however, carry-backs pre­
sent certain problems, which will be 
considered later herein.
Leveling Fluctuating Income—the 
Excess-Profits Tax
As already indicated, the provisions 
under consideration are not, in general, 
intended to afford relief from the in­
crease in effective tax rate caused by 
fluctuation in annual income. To a 
limited extent, however, such relief is 
afforded with respect to the excess-prof­
its tax through the unused excess-profits 
credit. In recognition of the drastic ad­
ditional rates imposed upon wartime 
profits, the unused excess-profits credit 
device seeks to level out the income of 
the several war years so that, over the 
entire period, no more is treated as 
excess-profits than the actual excess of 
aggregate wartime income over so- 
called normal. Here again the two-year 
feature restricts the operation of this 
provision. This, however, is not nearly 
as serious as in the case of the loss pro­
visions, because of the probably limited 
number of years which will be affected 
by the excess-profits tax. A more strik­
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ing point is the fact that there is no 
such leveling device for individuals, on 
whom substantial fluctuations of in­
come during the wartime years can, be­
cause of high rates, have serious tax 
effects.
If the excess-profits tax rates were 
uniform for all of the war years, the un­
used excess-profits credit provisions 
would operate with similar uniformity. 
Because, however, of the variations in 
these rates, the amount of tax relief 
arising from an unused excess-profits 
credit will vary according to the years 
in which are earned the excess-profits 
against which the unused credit is to be 
applied. Since the unused credit is to be 
applied first to the earliest years, and 
since rates have been rising, the ten­
dency is for the relief to be given at the 
lowest tax rates, and to leave the ulti­
mate excess-profits to be taxed at the 
highest rates. If excess-profits tax rates 
should be reduced after cessation of 
European hostilities, this tendency will 
be partially reversed.
A peculiar effect occurs where the 
80% over-all limitation applies to one 
or more taxable years. Thus, in the case 
of a corporation with an excess-profits 
net income in 1942 far beyond the point 
at which the 80% over-all limitation ap­
plies, a carry-back of a 1944 unused 
excess-profits credit would produce an 
increase, and not a decrease, in the cor­
poration’s net tax liability. This follows 
from the fact that although the gross 
total tax liability would not be reduced 
from the 80% figure, the division 
thereof between excess-profits tax and 
income tax would be changed so as to 
lower the excess-profits tax element, and 
thereby lower the postwar excess-prof­
its tax refund. This result would seem 
particularly unfortunate to a company 
that in 1943 was not subject to the 80% 
provision and was consequently paying 
a 90% excess-profits tax, since, if the 
figures for 1942 and 1943 had been re­
versed, the company would have been 
benefited by the carry-back to the extent 
of 41% thereof (difference between 
90% excess-profits tax and 40% income, 
less 9% difference in postwar refund).
Another peculiarity of the unused ex­
cess-profits credit, quite probably not 
foreseen by the draftsmen of this legis­
lation, is the so-called four-year carry­
back and carry-over phenomenon, 
which can occur through a combination 
of the loss and unused excess-profits 
credit provisions. Thus, a 1946 loss, 
when carried back to 1944, might result 
in increasing a previously existing un­
used excess-profits credit for that year, 
which, in turn, would be carried back 
to 1942. The same effect, though more 
improbable, might occur in a forward 
direction. Thus, it is at least theoreti­
cally possible for a loss, when combined 
with unused excess-profits credits, to 
have an effect throughout all or part of 
a nine-year period, four years back and 
four years forward—plus, of course, the 
loss year itself. Such an extended effect 
was undoubtedly not foreseen, since it 
is fair to assume that, in such event, 
provision for extending the statute of 
limitations would have been made. 
Probably the only way in which this 
“four-year” result could have been 
avoided would have been to consolidate 
the two carry-back and carry-forward 
provisions for excess-profits tax pur­
poses, i.e., by not allowing a separate 
net operating loss deduction for excess­
profits tax purposes, and, instead, con­
solidating a net operating loss for any 
year with, and making it part of, the 
unused excess-profits credit for the same 
year, the combined figure to be carried 
two years back and two years forward.
Application to Successor 
Corporations
One of the most important limita­
tions applicable to all of the carry-back 
and carry-over provisions is the break in 
continuity caused by a corporate reor­
ganization. A loss or unused credit of a 
predecessor cannot be applied against 
income of the successor, nor can losses or 
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unused credits of the successor be car­
ried back to the predecessor. This fact 
stands as a serious obstacle to many 
corporate reorganizations otherwise de­
sirable. Correction involves many tech­
nical difficulties and may necessitate re­
strictions to prevent abuse. At least, 
however, it should be possible to extend 
the carry-back and carry-over provisions 
to reorganizations which are, in effect, 
mere reincorporations, and to successor 
corporations arising out of bankruptcy 
reorganizations and other insolvency 
proceedings.
Leveling Fluctuating Income- 
in General
While apart from the excess-profits 
tax, the carry-back and carry-over pro­
visions do not seek to deal with the 
problem of violent fluctuations in an­
nual profits, this problem has neverthe­
less obtruded itself upon the legisla­
tors attention, as is evidenced by the 
number of provisions of the law which 
seek to deal with this problem in cer­
tain of its special manifestations, 
namely, those in which income which 
has been earned or has grown over a 
period of time is realized in a single 
year. Thus, the special tax treatment 
and rates applicable to long-term capi­
tal gains are, in part, a phase of this 
problem. Section 107, which limits the 
tax on lump sum compensation earned 
over a period of years to what the tax 
would have been had the compensation 
been received ratably over the period of 
service, is clearly of this nature. Once 
the first step was taken in this method 
of treatment, other similar situations 
were soon included, such as lump sum 
income derived from patents, copy­
rights and literary, musical or artistic 
compositions and so-called “back pay.” 
Sections 105 and 106 dealing with limi­
tation of tax in the case of sale of cer­
tain oil or gas properties and realization 
on certain long-standing claims against 
the United States are of somewhat simi­
lar character. Section 721 gives specific 
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excess-profits tax relief where abnormal 
or disproportionately large income re­
ceived in an excess-profits tax year is 
attributable in whole or in part to one 
or more other taxable years, and this 
relief is in the form of limiting the tax 
to what it would have been had the in­
come been received in the years to 
which attributable. Section 736 offers 
somewhat similar relief where “bunched 
up” income is derived in excess-profits 
tax years from installment sales and 
long-term contracts. Thus, the statute 
has sought to deal with this problem on 
a piecemeal basis, giving specific relief 
in particular situations.
Probably this problem could be at­
tacked on a broad front only by using 
the average of several years’ income as 
a basis for determining tax liability, at 
least in the case of business income. It 
should be observed, however, that cor­
porations, through which most business 
activities are conducted, obviously 
would not be seriously affected, because 
corporate income tax rates are not 
steeply graduated, and, over $50,000, 
are flat. As to individuals it is probably 
fair to state that advocates of the aver­
aging device do not always speak with 
full awareness of the difficulties and 
drawbacks involved. The averaging 
would relate only to business income. 
Individuals going into business would 
have special computational problems. 
Individuals going out of business would 
either gain or lose unduly because the 
results of the last two years would not 
have been given full weight in any aver­
age used as a tax base. Tax liability 
would be based on income of several 
past years. While taxpayers would be 
quite happy in periods of rising pros­
perity to pay taxes on an average in­
come lower than the current year’s in­
come, periods of severely declining prof­
its would find tax liability based on a 
figure higher than the current income, 
and the resulting taxpayers’ cries for 
relief would undoubtedly be heeded. 
As a result peak years would never enter 
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fully into the tax base, and great loss of 
revenue would ensue. Finally, consider­
ation of such a drastic change, which 
would involve basing current tax liabil­
ity on the income of past years, hardly 
seems appropriate with the memory so 
fresh in our minds of what we endured 
in order to get our taxes on to a current 
payment basis in which current liability 
is based on current income.
Carry-Backs and the Postwar 
Reserve Function
The primary purpose of the present 
carry-back provisions is to deal with a 
specific, war-generated situation. It is 
their expressly stated function to pro­
vide against the postwar expenditures 
and losses engendered by wartime oper­
ations. The carry-back refunds, together 
with the postwar excess-profits tax re­
fund, are expected to serve, at least in 
part, the purpose of postwar reserves. 
The extent to which this function will 
be adequately fulfilled by these devices 
cannot be foretold with any reasonable 
certainty. Certain shortcomings are ob­
vious. For example, companies which 
do not lose money in the postwar period 
and whose profits do not fall below 
normal will secure no benefit from the 
carry-back provisions, despite the fact 
that the postwar years may include sub­
stantial expenditures more or less di­
rectly attributable to war-year opera­
tions the profits from which were sub­
ject to 90% and 95% rates. This is 
particularly true of companies with 
comparatively small excess-profits cred­
its, for whom the unused excess-profits 
credit carry-back is at best inconse­
quential in relation to the results of 
wartime operations. The same failure 
of relief, though to a lesser extent, will 
occur if excess-profits tax rates should 
be reduced and reconversion expendi­
tures and losses attributable to previous 
war-years’ operations should then be 
incurred. Again, both the carry-back 
and postwar refunds apply indiscrimi­
nately, regardless of whether the cor­
poration actually incurs war-related 
expenditures or losses. Finally, there is 
neither unused excess-profits credit 
carry-back nor postwar refund for unin­
corporated businesses. Such businesses 
can secure carry-back relief only when 
the postwar years actually result in net 
loss.
The various suggestions for direct 
dealing with the postwar loss and ex­
penditure problem fall generally into 
one of two categories. The first category 
involves the current allowance in each 
year of a reserve for postwar expendi­
tures and losses, such as deferred repairs 
and maintenance, dismissal pay, scrap­
ping of plant and equipment, inventory 
losses, etc. This method, in theory at 
least, most closely conforms to account­
ing concepts, by providing for inclusion 
of the loss or expense in the same year 
as the related income, although, of 
course, its practical application involves 
the obvious difficulties of determining 
the amount of the required reserve, and 
insuring its proper application. Despite 
various attempted limitations and safe­
guards, this type of proposal has made 
but little headway because of the ob­
viously extreme difficulties in adminis­
tration and prevention of abuse. These 
very difficulties in administration led 
to the discarding in 1942 of various 
proposals for currently deductible post­
war reserves, despite recognition of 
their merit in principle, and substitu­
tion in their stead of the carry-back 
provisions. Moreover, with the increas­
ing number of war years behind us, dis­
cussion of this method of approach be­
comes increasingly academic. The other 
category involves carry-back of specific 
postwar expenditures and losses to the 
war years to whose operations they are 
deemed attributable. The difficulties 
here involved, while not nearly as for­
midable as in the case of the reserve 
method, are nevertheless still imposing. 
They include determination of the na­
ture and amount of the expenditures 
and losses eligible for such carry-back 
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treatment and, just as difficult, determi­
nation of the years to which the carry­
back should be made and the amounts 
to be carried back to each year.
In no case is it suggested by any of 
the proponents of alternative methods 
of dealing with this problem that the 
use of any such alternative would dis­
pense with the general provisions for 
carry-back of losses and unused credits. 
This is obviously so, since it would 
be impossible by any method of deal­
ing with the postwar expenditure prob­
lem, no matter how direct, to provide, 
other than through carry-backs, for all 
of the postwar losses and expenditures 
to which wartime operations will give 
rise.
If the carry-back provisions are to 
serve their postwar reserve function ef­
fectively, speeding up of refund proced­
ure will be essential. (This is, of course, 
equally true of any proposal for carry­
back of specific expenditures and 
losses.) Even under the most favorable 
circumstances, and assuming special 
streamlining of Bureau procedure in 
carry-back cases, the traditional refund 
procedure is bound to involve substan­
tial delay. Particularly is this so where 
the refund exceeds $75,000, requir­
ing referral to the Joint Committee on 
Internal Revenue Taxation. What 
seems to be called for is a combination 
of speedup in present procedure with 
some such device as has heretofore been 
proposed by the Treasury Department, 
namely, to permit corporations antici­
pating a loss or unused credit to take 
advance credit therefor, upon filing of 
tentative figures, by applying the esti­
mated refund against installments cur­
rently being paid on the preceding 
year’s tax—full settlement to be made 
upon the filing of the return for the 
year of the expected loss or unused 
credit.
Pressures have arisen, and will con­
tinue to arise, for modification or ap­
peal of the carry-back provisions. Some 
of this pressure arises through realiza­
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tion of possibilities of abuse. Another 
source of pressure may arise from the 
fact that the very circumstances which 
might make the carry-back provisions 
most essential, namely, temporary busi­
ness recession, would also result in re­
duced tax revenues and the pressure 
arising from the necessity for substan­
tial refunds in a period of reduced busi­
ness revenues is obvious.
It seems almost too self-obvious for 
statement that, regardless of other con­
siderations, the carry-back procedure 
should be retained at least until its 
stated emergency purpose has been ful­
filled. This implies, for one thing, that 
if the excess-profits tax is terminated at 
or shortly after the complete cessation 
of active hostilities, the carry-back pro­
visions should be permitted to include 
unused excess-profits credits from the 
two succeeding years. Otherwise, de­
termination of wartime excess-profits 
would have not taken into account the 
subnormality of profits of the immedi­
ate postwar years resulting from war- 
related expenditures and losses. For 
similar reasons the loss carry-back pro­
visions should be continued for at least 
a like period.
In this connection it is perhaps ap­
propriate to make note of some of the 
possible abuses of the carry-backs which 
have been mentioned. The principal 
point usually made is that a corporation 
which has paid large excess-profits taxes 
can then proceed to lie dormant and 
thereby collect substantial refunds. Un­
doubtedly some horrible examples will 
be found. War-created enterprises, 
which have no further reason for con­
tinued existence, may defer liquidation 
solely for the purpose of obtaining 
carry-back refunds. It is just these 
cases, however, in which the excess­
profits credits are generally low and in 
which there is least to gain by the un­
used credit carry-back. Where such 
carry-back refunds are material, and the 
extreme situation is presented of cessa­
tion of all business activity and purpose, 
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with existence prolonged merely for 
carry-back purposes, consideration may 
well be given to correction, legislative 
or administrative, in accordance with 
the principle recently laid down by the 
Second Circuit Court in the National 
Investors Corporation case. In this case 
it was held, in effect, that where the 
life of a corporation is prolonged be­
yond the point at which such corporate 
existence has a business purpose, the 
ordinary rules of determining tax liabil­
ity can be held inapplicable, and the 
corporate existence can be ignored and 
deemed to have terminated when busi­
ness purpose ceased.
It is further argued that it is eco­
nomically unsound to encourage cor­
porations with large war profits and 
large excess-profits credits to suspend 
business activity by assuring them sub­
stantial profit, in the form of a tax re­
fund, without business risk. The 
fact is, however, that the net re­
fund obtainable by failing to make a 
given sum is always substantially less 
than the net amount that would remain 
after taxes by making it. It is ordinarily 
not feasible to stop business operations 
or to limit them to a breakeven basis 
without doing permanent damage to 
the goodwill of the business, and this 
generally more than offsets any advan­
tage that could be gained through a tax 
refund. Moreover, the risk of loss in­
volved in continued active operation is 
relatively small, because a loss would 
entitle the company to a carry-back re­
fund equal to most of the loss.
It has not been seriously suggested 
that corporations will deliberately or 
willingly sustain losses for the sake of 
the resulting carry-back refunds. Ob­
viously, the net result would be to leave 
the corporation out of pocket. It has 
been suggested, however, that the avail­
ability of loss carry-back refunds will 
enable corporations which have paid 
large excess-profits taxes to enter into 
new fields on a highly competitive 
basis, because any initial losses would 
be largely offset by carry-back refunds. 
However, this is not essentially differ­
ent from the sustaining of such losses 
during the year in which large profits 
are derived from other activities and, in 
any event, at a time when highly com­
petitive activity is to be desired, such 
a result would hardly seem a cause for 
great concern. Other points sometimes 
raised have to do with taking of tax 
losses in the immediate postwar years, 
or the timing of losses to give best 
carry-back advantage, or the “acquir­
ing” of tax losses through one device 
or another. However, these are not 
problems peculiar to the carry-back pro­
visions. Means are already provided by 
statute for dealing with “acquisition” 
of losses through devices. As to the 
taking or timing of deductions, the ef­
fect on carry-backs is but little different 
than taking or time of such deduc­
tions during currently profitable tax 
years.
In any case, possibilities of abuse 
should be dealt with directly and spe­
cifically, and should not be made the 
basis for drastic general restriction or 
repeal of a provision which, with all its 
shortcomings, is badly needed, and has 
formed so large a part in the postwar 
planning of business enterprises.
Permanent Retention of the Loss 
Carry-Back
It has already been indicated that the 
loss carry-forward is not generally effec­
tive in periods of declining business ac­
tivity, when losses follow profits. Of 
course, extension of the carry-over 
period would help to permit absorption 
of such losses if profits are later realized. 
Apart from the present emergency post­
war reserve function, loss carry-backs 
are perhaps not nearly as important as 
loss carry-forwards. A loss of past profits 
involves a loss only of the profits re­
maining after taxes, and the argument 
for a tax refund on account of such 
losses is perhaps not nearly as strong 
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as is the argument for relief from taxes 
on profits which recoup past losses. 
Nevertheless, if the carry-forward period 
is to remain limited, consideration 
should be given to retention of the 
carry-back as a means of permitting 
absorption of losses in periods of declin­
ing profits.
On the other hand, there are impos­
ing administrative and technical diffi­
culties. The possibility of carry-backs 
prevents closing of the tax liability for 
any given year, and materialization of 
such carry-backs causes further examin­
ation and re-examination. Adjustments 
made in later years involve reopening 
of earlier years. A loss determined un­
expectedly for a later year by reason of 
Bureau examination or litigation may 
find the statute of limitations already 
expired against granting of the result­
ing carry-back refund for the second 
preceding year. Decisions of the Tax 
Court and other courts may be rendered 
and become final before it is known that 
there is a loss for a later year to be 
carried back, in which case the taxpayer 
will find himself precluded from ob­
taining the refund. It might be neces­
sary to amend the statute to provide for 
“semi-final” court decisions, which 
would be final except for carry-back ad­
justments. Interest on such refunds 
varies, as between taxpayers, according 
to the time when the claim is filed, 
which may depend not only upon the 
diligence of the taxpayer, but upon the 
time when he learns of facts with re­
spect to the later loss years through 
Bureau examination or the outcome of 
litigation. Finally, carry back proced­
ure inevitably results in the necessity 
for substantial refunds during periods 
of diminishing prosperity and shrink­
ing tax revenues.
All in all, the case against retaining 
carry-backs after they have completely 
fulfilled their postwar reserve function 
seems stronger than the case in its favor. 
Conclusion
It is quite apparent that the forego­
ing presents many questions which are 
easier to pose than to answer. The an­
swers, to the extent they are reflected in 
statutory changes, will undoubtedly 
represent a compromise of conflicting 
forces. The most important single con­
clusion that emerges is that the carry­
back provisions must be retained until 
they have fully performed their postwar 
reserve function, and that such oppor­
tunities for abuse as may exist should 
be removed, so far as possible, by direct 
and specific action, and should not be 
made the basis for general drastic re­
vision or repeal. Far better that a few 
should benefit unduly, if that cannot be 
avoided, than that a sorely needed relief 
provision, which has been vouchsafed 
to business, should be taken away. It 
would not be too much to say that it 
would be calamitous if notoriety given 
to some possibilities of abuse, and the 
fiscal problems of making refunds dur­
ing a period of financial readjustment, 
should be used as a basis of repeal of 
these provisions, upon which business 
has relied and planned, and with which 
it has been asked to be content as a sub­
stitute for more direct dealing with the 
postwar reserve problem.
When the postwar reserve function of 
the carry-backs has been performed in 
full, it will be in order to consider 
dropping them from our permanent 
peacetime tax structure and at the 
same time extending the loss carry-for­
ward period to four years or more. 
Whatever is done in that respect should 
be done primarily with a view to long 
range effect, permanence and simplic­
ity, disregarding, so far as possible, 
those momentary considerations of ex­
pediency which have been at the root 
of so many of our difficulties in the past.
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W
E HAVE BEEN HEARING a lot 
lately about the so-called “in­
dispensable man.”
Back in Civil War days General 
Grant called Major General John 
Aaron Rowlins “the most nearly indis­
pensable man” on his staff. Rowlins’ 
job was to keep Grant sober, to re-word 
his orders and dispatches without 
changing their meaning, to give ad­
vice when he was asked for it, and from 
time to time to restore Grant’s faith in 
himself.
Most of us could do with a Rowlins. 
But Rowlins — and General Grant — 
lived before the era of big business, big 
wars, and big taxes. A new kind of in­
dispensable man has emerged on the 
1944 horizon. The men who make the 
things with which wars are won can’t 
do without him. Today’s indispensable 
man is the accountant. I am glad to be 
in the distinguished company of one 
thousand indispensable men.
You have asked me to talk to you to­
day about the “Uneconomic Compul­
sions of Corporate Taxation,” which 
has to do with the effects of taxes upon 
business motivations. This is an indi­
cation of your concern with more than 
the routine details of tax compliance; 
it is a promising sign of your interest 
in the what and why of tax policy.
With the income tax to the right of 
them, the excess-profits tax to the left 
of them, the capital stock tax in front 
of them, and the declared value excess­
profits tax behind them, corporations 
are driven these days to do things they 
would not do but for particular pro­
visions of tax law. What they do may 
be good or bad, wise or unwise, eco­
nomic or uneconomic. I shall concen­
trate on the last variety.
I stand in the role of district attor­
ney. The corporate tax system is the 
defendant. I hope it may find counsel 
among you.
Pension Trusts
The pension trust provision1 is an 
obvious example of uneconomic com­
pulsion. Several thousand pension 
plans have been submitted to the Bu­
reau of Internal Revenue for approval. 
Most of them were adopted in 1941 
and 1942. During the war three or four 
times as many plans have been adopted 
as in the forty years before.
1 Int. Rev. Code, Sec. 165, as amended by 1942 
Act, Sec. 162.
We all know that older executives 
present a serious retirement problem 
for corporations. They are often kept 
in harness long after they have out­
lived their usefulness, though this may 
not happen so frequently now that 
taxes are on a pay-as-you-go basis. The 
executives think they cannot afford to 
retire, and their corporate employers 
will not put them out to pasture. 
There is more mercy in our corpora­
tions than some people suppose.
But it would be fatuous to assume 
that the recent stepping up of pension 
plan production is due to corporate 
business necessity; their chief cost is 
concentrated in benefits for the older 
high-salaried officers and employees. 
Many of the plans now being adopted 
would not be considered but for the 
tax benefit involved. And this benefit 
accrues not primarily to the corpora­
tion itself, but mostly to the officers and 
employees. The water is fine and every­
one is going swimming. Later, when—or 
if—tax rates go down and the govern­
ment stops paying most of the cost, 
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curfew will ring and the fun will be 
over. But everyone is having a wonder­
ful time as long as the party lasts. The 
test of a pension plan as a business 
proposition, as distinguished from a 
tax avoidance device, will come after 
the war. In most cases it will be fair to 
infer that the plans which are termi­
nated were not adopted for business 
reasons, but in response to an uneco­
nomic compulsion of our tax law.
Stock Options
Somewhat analagous to the pension 
trust situation is the compulsion upon 
corporations to reward high-priced ex­
ecutives with stock options rather than 
cash compensation. Here high individ­
ual tax rates and the relatively low 
capital-gain rate combine to motivate 
business decisions. The technique is 
fairly simple. The corporation which 
would ordinarily pay a substantial sal­
ary to an able executive makes instead 
a contract under which the executive 
is given an option to buy the company 
stock over a period of several years at 
a stated price; this price may be below 
value at the date of the agreement.
The executive is playing the market 
for a rise, to which he may expect his 
services to contribute. If there is an in­
crease in the value of the stock, he will 
exercise the option, buy the stock at the 
low price, hold it for the capital-gain 
period of six months, and then sell. He 
hopes there will be no tax upon com­
pensation when he exercises the option, 
but only the 25 percent capital-gain tax 
when he sells the stock.
It will serve no purpose to review the 
case law on this subject2 since a recent 
decision of the Ninth Circuit3 is on its 
way to the Supreme Court and should 
be decided early in 1945. But it is 
doubtful whether there can be any such 
royal road to tax avoidance as some 
2 See Connelly’s Estate v. Comm., 135 F (2d) 
64 (CCA 6th 1943).
3Smith v. Comm.—F (2d)— (CCA 9th 1944). 
Certiorari has been applied for. 4 Section 129, added by 1942 Act, Sec. 128.
corporate executives hope. That, how­
ever, is not the question before this 
meeting.
I am approaching the subject from 
the standpoint of uneconomic compul­
sion. It can hardly be contended with 
a straight face that these option con­
tracts are not predominantly motivated 
by tax considerations. But for taxes 
most corporate executives would pre­
fer the conventional system of cash on 
the barrel head for services rendered. 
And from the viewpoint of the corpora­
tion and its stockholders many of the 
arrangements made reveal sales of stock 
at values far below those which could 
be secured by the corporation in the 
open financial market. In some cases 
the executives are getting bargains at 
the expense of their corporate employ­
ers.
Acquisitions to Avoid Income and 
Excess-Profits Taxes
A new section4 of the Internal Rev­
enue Code is directed at another com­
pulsion of our tax law. The compul­
sion derives from the relationship be­
tween the excess-profits credit and the 
excess-profits tax.
A credit is worthless to a corporation 
with no excess profits. And profits are 
almost useless to a corporation with no 
excess-profits credit. The result in 
many corporate quarters has been 
an irresistible urge to combine excess 
profits and excess - profits credits even 
if the acquisitions and combinations 
necessary to do so are not business, 
but merely tax, propositions. It is 
not a natural economic development 
for a finance company in New York 
with a large unused excess-profits credit 
to combine with a war-profitable bus 
company in Texas. The consolidations 
of the Twenties and Thirties were of 
more or less related businesses; even 
when an acquisition reached outside 
an industry, it had more economic 
sense to it than many of the business 
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affiliations now being stimulated by 
tax-saving motives. Combinations of 
this sort may happen to work out well.
But if they do, it will be because of 
some happy accident, and not because 
sound business judgment dictated the 
combination.
The Carry-Back Provisions
For another instance of uneconomic 
compulsion, we may look to the future. 
In the Revenue Act of 1942 Congress 
enacted the now famous carry-back 
provisions,5 under which unused excess­
profits credits and net operating losses 
may be carried back for two years. Un­
der these provisions all taxpayers may 
deduct losses from income earned in 
the two years preceding the loss, and 
excess-profits taxpayers may reduce 
excess profits of the two preceding 
years by any deficiency of income below 
the excess-profits level.
5 1942 Act, Sec. 143. See Butters, J. Keith, War 
Profits Taxation and Special Wartime Reserves, 
Harvard University, Graduate School of Busi­
ness Administration, Business Research Studies, 
No. 30.
See also the following: Blough, Roy, The 
Averaging of Income for Tax Purposes, speech 
before the American Accounting Association, 
September 9, 1944; Paul, Business Reserves for 
Reconversion, speech before American Institute 
of Accountants, October 21, 1943; Paul, “To­
morrow’s Taxes,” Washington Post, August 20 
and 22, 1944.
6 See “The Week in Finance,” New York 
Herald Tribune, August 14, 1944.
7 Domar and Musgrave, “Proportional In­
come Taxation and Risk-Taking,” Quarterly 
Journal of Economics, May, 1944, p. 388.
These provisions have been criticized 
as being too liberal to business.6 They 
reach in the direction of averaging in­
come which is certainly a desirable ob­
jective.7 But their major purpose was 
to provide a method of offsetting re­
conversion costs and losses against war­
time income. They accomplish this 
purpose, I think, more satisfactorily 
than the specific reserve method, which 
at best would have been a poor alter­
native.
That question—whether the carry­
back technique or the special reserve 
technique is more desirable—is now 
more or less academic. The question 
now of interest is whether the provi­
sions will drive corporations to unnec­
cessary spending after the war. Will 
corporate executives resist the pressure 
to spend heavily, say on experimental 
work or prestige advertising, on the 
theory that the government pays most 
of the bill?
Will profits normally attributable to 
the immediate postwar period be de­
ferred to later years when it is hoped 
that corporate rates will be reduced? 
These questions will be in the minds 
of business executives. In some cases 
they will probably be answered on a 
tax, rather than a business, level.
I need not repeat at any length a 
warning I have frequently voiced about 
the carry-back provisions. If the com­
pulsions I have mentioned are too 
strong for corporate executives, and the 
carry-backs are abused by practices of 
this kind, their life will be short and 
they may be much restricted, if not re­
pealed. The provisions were not in­
tended to reimburse business for losses 
not related to the war period but rather 
to furnish a method of offsetting war 
losses and costs against war income. I 
hope that the human compulsion to 
extend the sphere of their use will not 
be too strong for business.
Unreasonable Corporate 
Accumulations
The compulsions I have mentioned 
are fairly clear examples of corporate 
behavior attributable to particular pro­
visions of tax law. Some provisions are, 
however, not so definitely in the same 
category, though they are often loosely 
regarded as having a compelling influ­
ence. Section 102 of the Internal Rev­
enue Code, dealing with corporations 
improperly accumulating surplus, is 
sometimes considered as an uneconomic 
compulsion. In this view the tax law 
intrudes upon the discretion of corpo­




If you will think of Section 102 in re­
lation to the times in which we live, I 
think you will agree that there is little 
compulsion in it. It is true that the 
government has had some success re­
cently in the courts.8
8 Helvering v. National Grocery Co., 304 
U. S. 282 (1938); Helvering v. Chicago Stock 
Yards Co., 318 U. S. 693 (1943).
9 Paul, “Tomorrow’s Taxes,” Washington 
Post, August 19 and August 20, 1944.
10 Cf. Comm. v. Cecil B. DeMille Productions, 
Inc., 90 F (2d) 12 (CCA 9th 1937) cert. den. 302 
U. S. 713 (1937).
11 I. R. C., Sec. 23.
12 See Groves, Production, Jobs and Taxes, 
p. 25 (1944); see also Ruml, Beardsley, Fiscal 
Policy and the Taxation of Business, speech be­
fore American Bar Association, September 11, 
1944.
But the rate of tax imposed by Sec­
tion 102—27½ percent of the undis­
tributed net income on the first $100,- 
000 and 38½ percent on the undis­
tributed net income over $100,000—is 
not sufficient to require distribution of 
corporate profits where the stockhold­
ers are in the high personal tax brack­
ets. Many corporations deliberately run 
the penalty risk on this cold-blooded 
basis.
Most important perhaps is the uncer­
tainty of what lies ahead. The postwar 
world is a pig-in-a-poke to the Ameri­
can businessman. Corporate profits for 
1942 and 1943 reached all time highs 
even after our increased taxes. But div­
idend payments have not kept pace. 
Other factors operate, but to a consid­
erable extent corporate management 
has discounted present earnings levels 
and has followed the conservative pol­
icy of accumulating reserves for post­
war expansion and growth.9
This shows, first, that Section 102 has 
not been a compelling influence and, 
second, it suggests that there may be 
many reasons in terms of the postwar 
economy for not distributing profits. It 
will be an unimaginative corporate ex­
ecutive who cannot find plausible busi­
ness reasons for most accumulations of 
surplus in these chaotic times. There 
remains, as always, the mythical rainy 
day of the unpredictable future when 
taxpayers may go into a new business10 11
in the manner of the White Knight, 
who kept a beehive on his horse be­
cause he might someday wish to keep 
bees.
Bond and Equity Financing
The provision allowing interest on 
indebtedness as a corporate deduction 
is often cited as an uneconomic com­
pulsion.11
Dividends are not deductible. The re­
sult is a double tax on dividend dol­
lars—one on the corporation and the 
other on the individual stockholder. 
But interest dollars are more favored. 
They feel the impact of only one tax, the 
tax on the bondholder.12 This differen­
tiation puts a premium upon borrowed 
capital. Equity capital has many advan­
tages from the business standpoint. But 
against these advantages the corporate 
executive must balance the disadvan­
tage of the extra corporate tax. And, 
other things being equal, he may well 
choose the more risky alternative of 
borrowing capital. He may make this 
choice knowing that he has made a 
questionable business decision. But he 
feels that the premium which the law 
places upon heavy debt does not per­
mit a sound business decision.
One can easily be too dogmatic about 
this compulsion. Its effects may be care­
lessly overstated. Preferences for bor­
rowed capital may be actuated by pow­
erful business, as well as tax considera­
tions. It is true that the rigidity of debt 
contracts is a disadvantage, but the use 
of the bond method of financing has 
certain advantages. Capital is secured at 
low cost and dilution of the control of 
the management-ownership group is 
avoided. It is a question worth much 
further investigation whether in recent 
years reliance on bond financing has 
not been encouraged less by tax mo­
tives than by low interest rates and the 
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control of an increasing share of invest­
ment funds by insurance companies and 
other institutions compelled by law and 
custom to favor investment in bonds.
Accelerated Depreciation
It is frequently urged that there is 
considerable compulsion in the depre­
ciation and obsolescence policy of the 
Bureau of Internal Revenue. This 
claim is summarized in Groves’ Produc­
tion, Jobs and Taxes as follows:13 
“More latitude in the timing of deduc­
tions for depreciation and obsolescence 
of plant and equipment should be al­
lowed. The calculation of these ex­
penses involves so many variables and 
unknowns that no precise determina­
tion is possible. Less attention should 
be paid to the calendar year in ac­
counting for income-tax purposes.
13 p. 3.
The Hon. J. L. Ilsley, Canadian Minister of 
Finance, in his Budget Speech of June 26, 1944, 
proposed to give the taxpayer greater latitude 
in charging depreciation on new investment 
undertaken after a date to be set by the Gov­
ernment. The taxpayer might vary the depre­
ciation between a maximum of double the ordi­
nary rates and a minimum of one-half the 
ordinary rates. The proposal has two-fold sig­
nificance: First, it would allow the taxpayer to 
recover part of his capital whenever earnings 
were good; second, it would allow him, in re­
spect of such new investment carried out in the 
early reconversion period, to transfer some of 
his income from a period when wartime tax 
rates may still be in effect to a later period 
when he may expect normal taxation to be 
lower.
14 See Mertens, The Law of Federal Income 
Taxation, §28.17 (1942).
15 See p. 9, Production, Jobs and Taxes.
This in itself would reduce the argu­
ment and litigation over the proper 
amounts of depreciation and obsoles­
cence to be charged against the opera­
tions of any one period. Shortening the 
write-off period for these impairments 
of capital promotes economic progress 
by reducing resistance to the installa­
tion of improved equipment. Acceler­
ated depreciation (as in the present 
5-year amortization provision for cer­
tain war capital) could be used to pro­
mote investment during a depression, 
and, in extreme cases, its use for such 
purposes is recommended.”
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Some skepticism may be permitted 
about this recommendation. The rev­
enue laws allow for the deduction of 
abandonment or retirement losses.14 Of 
course, these losses are not allowable 
unless there is a sale or complete aban­
donment and scrapping. If the equip­
ment is kept in reserve, there may be no 
retirement loss.
If there is wisdom in the suggestion. 
it derives from the fact that the privi­
lege of deducting abandonment and re­
tirement losses is of no value unless the 
taxpayer has sufficient income to ab­
sorb the deduction. The carry-back and 
carry-forward provisions accomplish a 
degree of averaging and make it more 
likely that a tax advantage can be ob­
tained from the abandonment of facili­
ties. Low depreciation rates may deter 
the acquisition of new facilities because 
of the uncertainty that income will be 
available throughout the depreciation 
period. Here again the carry-back and 
carry-forward provisions reduce the 
danger that full tax advantage may not 
be taken; our loss provisions are, how­
ever, limited and discriminatory.15 Ac­
celerated depreciation for tax purposes 
would further reduce this danger for 
corporations with good immediate pros­
pects, but with unfavorable long-run 
prospects.
And since for most corporations the 
distant future is a dark imponderable, 
rapid depreciation might generally re­
duce the deterrents to investments. 
Such a policy might operate, however, 
to the advantage of established corpo­
rations as compared with struggling 
new concerns. It must be remembered 
also that if corporations were required 
to adopt the same accounting methods 
in statements to stockholders as in their 
tax returns, rapid depreciation might 
so reduce apparent profits as to cause 




18 The term “deincorporation” is sometimes
employed.
17 See Crocker v. Malley, 249 U. S. 223 (1919); 
Hecht v. Malley, 265 U. S. 144 (1924); Burk- 
Waggoner Oil Association v. Hopkins, 269 U. S. 
110 (1925); Morrissey, et al., Trustee v. 
Comm., 296 U. S. 344 (1935). See also Colm, 
34 Amer. Econ. Rev., Supplement, June, 1944.
Disincorporation is sometimes said 
to be caused by our tax laws. Corporate 
rates are so high, it is argued, that many 
corporations are being dissolved and 
their business carried on in individual 
or partnership form.
The allegation is applied particularly 
in connection with small business 
which, some people insist, bids fair to 
become an economic pariah.
I have no doubt that our wartime 
taxes are responsible for a considerable 
amount of disincorporation. The cor­
porate form has its advantages, such as 
limited liability, legal and operative 
continuity, easy transfer of ownership 
and management, access to nation-wide 
sources of financing, and possibilities 
of intercorporate affiliations with or 
without integration of management.* 17 
But these advantages may not be worth 
what they cost in taxes. In a sense a 
compulsion is involved. But it hardly 
follows as the night the day that cor­
poration taxes should be whittled down 
to a point where the advantage of in­
corporation exactly equals the price in 
taxes of this form of doing business.
It is doubtful if great harm is done 
to our business structure by a swing to 
individuals and partnerships. The com­
pulsion is certainly not demonstrably 
uneconomic in the sense that business­
men are forced by the tax laws to do 
unsound things. Their marginal free­
dom is somewhat hampered; that is all.
The Effect of High Corporate 
Tax Rates
The favorite topic of some business 
masochists is the compulsion of high 
corporate rates. High corporate taxes 
were certainly a psychological necessity 
in wartime, but we are thinking today 
of the postwar tax world. On the oper­
ating level the charge is often made 
that high rates destroy economy incen­
tives. High rates are said to increase 
production costs and induce waste. 
Management is said to have little in­
ducement to oppose wage increases or 
increases in the prices of materials, be­
cause cost increases reduce profits after 
taxes so little that it is not worth the 
effort to keep them down. It is also 
maintained by some that high rates de­
ter the introduction of new and more 
efficient techniques.
I have no doubt that there has been 
considerable waste during the war pe­
riod. But I wonder how much of that 
waste has been caused by high taxes 
and how much by high speed under 
inefficient management.
Moreover, the business community 
has been fully aware that its fortunes 
were at stake in the war effort. It dem­
onstrated that it could produce the 
maximum amount of war goods with 
the minimum use of labor and scarce 
materials. It has adopted new and more 
efficient methods of production as fast 
as they could be perfected. Further­
more, are most businessmen so short­
sighted as those arguments imply? 
Throughout the war they must have 
had a weather eye cocked on that peri­
od. It is not smart business to enter the 
postwar period with distorted wage 
structures and inefficient production 
methods. For they will be competing 
not only for American markets, but al­
so for world markets. Looking at the 
matter from another angle, corporation 
taxes to some extent reduce demands 
for wage increases. If taxes did not re­
capture most of the excess profits, ef­
fective arguments could be made for 
high wages.
It was harder to argue for wage in­
creases where profits were being so com­
pletely absorbed in taxes.
Corporate Risk-Taking
Another argument of the masochists 
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is on the investment level. It is that 
high tax rates destroy incentive and 
kill the desire to take risks. The em­
phasis has been on the reduction of in­
vestment yield by taxes. From this 
standpoint the contention is that lower 
taxes would leave more after taxes, thus 
increasing the reward of risk-taking. In 
other words, business men would be 
more inclined to go into perilous ven­
tures if they could keep more when 
they won. To an extent this is undoubt­
edly true, though it is not a sure bet. 
Some businessmen might reduce their 
risk-taking if they would make a satis­
factory profit without risk. Others 
would not be satisfied with any partic­
ular amount of profit and would go on 
being venturesome.
The temperament of the business 
man would make a lot of difference. 
Higher profits would embolden some 
and deter others.
We have neglected the other side of 
this story. Taxes also reduce the degree 
of risk by making the government a 
partner in losses. This may encourage 
risk-taking by consistently profitable 
corporations. This side of the story is 
not frequently told.18
19 A less orthodox alternative has been sug­
gested by Domar and Musgrave in the article
cited in note 7.
The income tax on the investor 
makes the Treasury his partner. The 
partnership agreement is expressed in 
the rate and loss provisions of the 
statute. The Treasury always shares in 
gains, but not completely in losses, 
since the provisions for loss offset are 
limited. If they were complete, and 
part of the investor’s loss were always 
absorbed in a reduced tax bill, the in-
18 See Lerner, “Functional Finance and the 
Public Debt,” Social Research, February, 1943, 
p. 45; Domar and Musgrave, “Proportional In­
come Taxation and Risk-Taking,” Quarterly 
Journal of Economics, May, 1944, p. 388; 
O’Neil, "Do High Corporate Taxes Defer In­
vestment?”, Harv. Bus. Rev., June, 1944; 
Simons, Personal Income Taxation, p. 21 
(1938); Facing the Tax Problem, p. 292 (1937); 
Bowman and Bail, Economic Analysis and Pub­
lic Policy, p. 768 (1943); Butters and Lintner, 
“Effect of Federal Taxes on Growing Enter­
prises,” Study No. 1, Lockheed Aircraft Corp. 
(Harvard Business School, Division of Re­
search, 1944). 
vestor’s private risk would be reduced 
by the same percentage and risk-taking 
would not become less attractive. How­
ever, the investor’s income would be re­
duced. To make up the difference he 
might take more risk by reducing his 
cash position and increasing his invest­
ment or by switching from less to more 
risky investments. Of course, increased 
risk-taking is good for the economy ex­
cept in boom times.
The extent to which investors may 
use the limited loss provisions of exist­
ing law depends primarily upon the 
availability of other income.
Obviously the positions of taxpayers 
differ widely in this respect. There are 
discriminations between large and 
small corporations; large corporations 
are more likely to have other available 
income against which to offset loss. The 
same thing is true of large-scale finan­
cial investors. The loss carry-back pro­
visions give a greater certainty of loss 
offset to old corporations with past net 
income than to new corporations with 
no past net income. Inequities of this 
type increase economic concentration 
and tend to lower the volume of new 
investment. The answer to the prob­
lem of increased risk-taking may, there­
fore, be in an improved method of loss 
offset as well as lower rates. Here im­
provement lies in the direction of aver­
aging income over the years, in the ex­
tension of the carry-forward period for 
losses, in a less discriminatory treat­
ment of capital gains and losses, and 
perhaps also in a more flexible depre­
ciation policy.19
We have here considered uneconomic 
compulsions that might result from the 
corporation tax. Some of these compul­
sions are, of course, undesirable and we 
must improve the tax law as much as 
possible to minimize them. However, 
we must not lose sight of the fact that 
in broad economic terms some of these 
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compulsions are of relatively minor im­
portance. Others—such as possible ef­
fects on investment—may well be of 
major importance. But taxes, like gro­
cery bills, are unavoidable. And to 
some extent, all taxes may create un­
economic compulsions of one sort or 
another. In considering the place of 
the corporation income tax in the post­
war tax structure, let us not be too cer­
tain that the uneconomic compulsions 
which this tax may create will necessar­
ily be any more than those of other 
taxes which might take its place if the 
corporation tax were dramatically 
slashed. You accountants are well aware 
that what business men are interested 
in is profits net of tax—an item which 
is equally sensitive to changes in net in­
come before taxes as to the income tax 
itself. Thus businessmen have reason 
to concern themselves not only with 
taxes on their profits but also with 
other taxes, such as excise or payroll 
taxes which may have a direct and pow­
erful effect on the markets for their 
goods and services.
Conclusion
The subject of corporate compul­
sions—at least from the standpoint of 
risk-taking—flies off in all directions. It 
encompasses so much more than its 
technical aspects that I can only sug­
gest avenues of thought. I do not know 
exactly where those avenues may lead. 
But I doubt whether the most dog­
matic of your advisers can prognosti­
cate the precise effects of their glib 
remedies. We are all groping in the 
dark and only a few of us are doing 
any whistling.
We need to know so much more than 
we know at present. We need to know 
more about what makes the business­
man tick, which even he only vaguely 
knows.
A little knowledge of one’s self is a 
dangerous thing. Taxes will be only 
one—and perhaps not the most power­
ful—of the many compulsions that will 
operate in the postwar business world. 
The formula for a dynamic industrial 
system is not discoverable by taxes 
alone.
When a realist adopts a tax measure 
to remove an uneconomic compulsion, 
or to produce an economic compulsion, 
in the corporate tax structure, he wants 
to be reasonably certain that the end 
product will live up to its advertiser’s 
claims. When he is told about electri­
fied corporate executives rushing hither 
and yon in a frenzy of business expan­
sion, he wants more than a pious hope 
that such fancy will become fact. He 
likes causal relations. He wants to know 
more than he now knows about why 
and when businessmen take risks.
He wants to know more than he 
now knows about the many conflicting 
forces which will be operating in the 
postwar world. He wants to know more 
than he now can know about the part 
taxes can play, in competition and in 
cooperation with other forces, in the 
new world in which he will live after 
the war.
New Trends as Evidenced by a Review of Court 
Decisions Changing Earlier Tax Concepts 
By Weston Vernon, Jr.
Chairman, Tax Section, American Bar Association
At the outset permit me on be-
half of the American Bar 
 Association and its Section of 
Taxation, to express gratification at 
the joint efforts now being put forth by 
your Institute and the Bar Association 
in urging upon Congress the establish­
ment of an Advisory Council on Taxa­
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tion to assist the Joint Committee on 
Internal Revenue Taxation in simpli­
fying our tax structure and avoiding 
unnecessary complications in tax re­
turns.
Our tax system has passed through 
the “fevers” of a dozen or more amenda­
tory acts in as many years. The cura­
tive efforts of the best talent which can 
be summoned by the accounting and 
legal professions are needed to prepare 
for the strain and stress of the troublous 
postwar period. It is encouraging to 
see these two great professions working 
side by side toward a common goal and 
I hope this joint effort may continue in 
this and other respects.
The subject assigned to me—new 
trends and changing tax concepts—is 
frightening in its possible ramifications, 
for there are few concepts of our tax 
law which have avoided chameleon 
change in the fire of administrative and 
judicial interpretation of recent years.
The Congress is almost always behind 
in its efforts to overcome the effect of 
changes made necessary by administra­
tive and judicial decisions. At the same 
time, administrative officials are fre­
quently behind in their efforts to close 
the gaps and remedy the inequities oc­
casioned by changes resulting from 
amendments to the law and new court 
decisions. The result is that the ac­
countant and lawyer must not only 
know the law and its current interpre­
tation but he should be able to guess 
as to what new concepts seem to be 
evolving, whether the courts may ap­
prove them and, if approved, whether 
Congress, in turn, will change the law 
as so construed by the courts.
It is trite to observe that the only 
thing certain about tax concepts today 
is that they are constantly changing and 
to attempt to catalogue all the chang­
ing concepts here, would be impossible. 
There are some who blindly accept each 
change as a mark of progress; others 
decry each upset in our thinking as es­
sentially bad. It will not be my pur­
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It may be worth while, however, to ex­
amine a few of the recent milestones 
and see whether they furnish a basis 
for guessing as to where we may be 
going in the near future, realizing that 
any semblance of stability in the tax 
law has been shown to be only tempo­
rary at best.
One of the most interesting cases 
decided by the Supreme Court recently 
is that of Helvering vs. American Den­
tal Company, 318 U. S. 322 (1943). 
This decision is causing considerable 
controversy and speculation in view of 
the myriad of potential problems which 
arise from it and the difficulty of 
reconciling it completely with earlier 
and subsequent decisions.
Fundamentally, it would seem, that 
the result of the American Dental Com­
pany case was due more to a desire on 
the part of the Supreme Court to dis­
pense what it considered substantial 
justice than to reach a reasoned con­
clusion based on established legal prin­
ciples. There have been other occa­
sions when the court made decisions 
seemingly prompted by the same mo­
tive.1
1 Bull, Executor vs. United States, 295 U. S. 
247 (1935). Commissioner vs. Heininger (Su­
preme Court of the United States, December 
20, 1943).
The facts of the American Dental 
case were as follows: The American 
Dental Company, a corporation, owed 
certain back rent and also interest on 
notes which it had given to creditors 
in payment for merchandise. The land­
lord offered to take 50% in full pay­
ment of the back rent, and the corpora­
tion accepted this offer in 1937. On be­
ing approached by the president of the 
taxpayer corporation, the merchandise 
creditors agreed to cancel the liability 
for interest on amounts owing them. 
The cancellation of interest was af­
fected in 1937 without payment of any 
consideration by the taxpayer. The 
taxpayer was solvent throughout the 
taxable period in question and had re­
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duced its taxable income in prior years 
by deductions for the accruing rent and 
interest. The Commissioner increased 
the income reported by the taxpayer 
for 1937 to the extent that the forgiven 
items of rent and interest had offset 
income in prior years (about $19,000 
out of a total amount forgiven of about 
$25,000). The Board of Tax Appeals 
confirmed this determination of defici­
ency. The Circuit Court of Appeals, 
however, reversed the decision of the 
Board, and upon appeal to the Supreme 
Court, the Circuit Court’s decision was 
affirmed, on the ground that the can­
cellation of indebtedness was a gift to 
the corporation and not income, since 
it constituted the receipt of a financial 
advantage gratuitously offered.2 In its 
opinion the Supreme Court made some 
striking observations:
2 Two justices, Frankfurter and Jackson, dis­
sented.
3 284 U S. 1 (1931).
4 “The release of interest or the complete
satisfaction of an indebtedness by partial pay­
ment by the voluntary act of the creditor is 
more akin to a reduction of sale price than to
financial betterment through the purchase by 
a debtor of its bonds in an arms-length trans­
action.” 318 U. S. p. 330.
(1) That courts have been astute in avoid­
ing taxing as income every balance 
sheet improvement brought about by 
a debt reduction.
(2) That “gifts” is a generic word of broad 
connotation and its plain meaning in 
the Revenue Act, excluding gifts from 
taxable income, is the receipt of finan­
cial advantages gratuitously.
(3) That there is no substance in differenti­
ation between a solvent or insolvent 
corporation in the consideration of a 
release of a debt as being a gift or in­
come.
(4) That the transactions in the Dental 
case were “gifts” and not taxable “in­
come” irrespective of business or selfish 
motives.
(5) That the Supreme Court and the Cir­
cuit Court of Appeals were not bound 
by the finding of the Board of Tax Ap­
peals that the evidence below did not 
show a gift, where such finding was 
reached upon an application of errone­
ous legal standards, and that the sec­
tion of the Revenue Act exempting 
gifts from taxable income does not 
leave the Board “to determine at will 
or upon evidence and without judicial 
review the tests to be applied to facts to 
determine whether the result is a gift.”
The philosophy of the decision is 
apparently that it is unreasonable to 
impose an income tax with respect to 
the diminution of indebtedness of a 
taxpayer in financial distress. The de­
cision and its philosophy, however, give 
rise to many questions with respect to 
the weight which is now to be attached 
to certain earlier decisions of the court, 
how far the doctrine may be applied 
and what standing the decision has in 
view of later decisions of the Supreme 
Court. Although the American Den­
tal case was decided only a little more 
than a year ago, over 30 decisions in the 
lower courts have attempted to inter­
pret its application to the facts in vary­
ing cases.
Among the more important of the 
earlier decisions to be reconciled with 
the American Dental case is United 
States vs. Kirby Lumber Company.3 
There the court held that where a cor­
poration purchased in the open market 
for less than par value and retired some 
of its own bonds for which par value 
had been received on issuance, the dif­
ference represented income to the cor­
poration. The opinion in the Ameri­
can Dental case indicates very clearly 
that the court had no intention of over­
ruling the Kirby case. The references 
to the Kirby case in no way indicate 
disapproval of it, and toward the end 
of its opinion the court apparently dis­
tinguishes the two cases.4 *
There is no doubt that the two cases 
are clearly distinguishable on their 
facts. In the Kirby case the corpora­
tion acquired its obligations at less than 
their par value through purchase on 
the open market. The absence of di­
94
Court Decisions Changing Earlier Tax Concepts
rect dealing between the obligor and 
the obligee effectively negatived any ap­
plication of the theory upon which the 
Dental Company case was decided, 
namely, that the cancellation of in­
debtedness constituted a gift rather than 
income since it amounted to the receipt 
of financial advantage gratuitously con­
ferred by the obligee. For this reason 
it seems clear that the rule of the Kirby 
case still holds where the circumstances 
are such as to render the theory behind 
the Dental decision inapplicable.
The Tax Court has reached this con­
clusion in Fifth Avenue-14th Street 
Corporation vs. Commissioner5 in 
which the taxpayer purchased for less 
than face value certain mortgage certif­
icates issued by the trustee under the 
mortgage, which certificates it turned 
over at face value in payment of its 
mortgage debt. The Court held that un­
der the Kirby case the taxpayer realized 
income to the extent of the difference 
between cost and face value of the cer­
tificates. It specifically declared that 
the American Dental case did not over­
rule the Kirby case. The situation be­
fore the Tax Court was distinguished 
from that involved in the Dental case 
on the ground that “there was no direct 
negotiation between debtor or creditor” 
as in the Dental case. Similarly, in 
F. W. Leadbetter vs. Commissioner6 the 
Tax Court held that a taxpayer who 
transferred shares of a controlled per­
sonal holding company in payment of 
his indebtedness to another controlled 
personal holding company realized in­
come on the transaction in the amount 
of the difference between the deter­
mined fair market value of the shares 
and the amount of the indebtedness. 
The Kirby case was held applicable 
and the American Dental case distin­
guished on the ground that there was 
no voluntary and gratuitous forgive­
ness of indebtedness by the creditor.7
7 Compare, Terminal Investment Company 
vs. Commissioner, 2 T. C. 1004 (1943); Huber- 
man vs. Commissioner. T. C. Memo. Op., 
Docket No. 109,627 (1943).
8 George Hall Corporation vs. Commissioner, 
2 T. C. No. 16 (1943).
9 Midland Tailors, a corporation vs. Com­
missioner, T. C. Memo. Op. Docket No. 110,613 
(1943); Pondfield Realty Co. vs. Commissioner, 
1 T. C. 217 (1942), reversed C.C.A. 2nd, Sep­
tember 15, 1943; John Harvey Kellogg vs. 
Commissioner, 2 T. C. 1126 (1943).
10 Shellabarger Grain Products Co. vs. Com­
missioner, 2 T. C. No. 10 (1943); cf. McCon­
way & Torley Corp. vs. Commissioner, 2 T. C. 
No. 72 (1943); Ludwig Bauman & Co. vs. Com­
missioner, T. C. Memo. Op., Docket No. 110,- 
283 (1943).
11 Pancoast Hotel Co. vs. Commissioner, 2 
T. C. No. 46 (1943).
12 Tanner Mfg. Co. vs. Commissioner, T, C. 
Memo. Op., Docket No. 110,068 (1943).
13 The Buckeye Cereal Co., vs. Commissioner, 
T. C. Memo. Op., Docket No. 112,589 (1943).
14 F. W. Graham vs. Commissioner, T. C. 
Memo. Op., Docket No. 108,313 (1943).
15 Manhattan Soap Co., Inc. vs. Commis­
sioner, T. C. Memo. Op., Docket Nos. 182, 
112,632, 112,633 (March 26, 1944).
5 2 T. C. No. 63 (1943).
6T. C. Memo. Op. (1943), Docket No. 110,- 
258, 110,259.
On the other hand, following the 
American Dental case it has been held 
that no income results from the cancel­
lation of overdue interest on deben­
tures,8 the forgiveness of indebtedness 
for accrued and unpaid salaries due 
from a corporation to its officer-stock­
holders,9 the cancellation of the bal­
ance due on a note where the debtor 
agreed to pay a smaller note and a cer­
tain portion on another note,10 11the 
cancellation of interest accrued on 
mortgage bonds, the holder voluntarily 
accepting interest at a reduced rate,11 
the cancellation by a stockholder of a 
debt due from a corporation to the 
deceased husband of the stockholder,12 
the waiver by stockholders of a large 
accrual of interest owing on notes of a 
corporation,13 the acceptance by credi­
tors. of cash and property of a value 
less than the face amount of a note in 
cancellation thereof,14 the cancellation 
of prior and current processing and 
excise taxes in excess of an amount paid 
in compromise thereof,15 the cancella­
tion of certain indebtedness by a bank 
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upon payment of an agreed amount,16 
and cancellation of bonds transferred 
to taxpayer by its stockholder-creditors, 
together with accrued interest and can­
cellation of an account receivable with­
out consideration.17
19 See Emily Coles Collins, 1 T. C. 605 (1943). 
See also Welch vs. Davidson, 102 F. (2d) 100 
(1939), (C. C. A. 1); Rheinstrom vs. Commis­
sioner, 105 F. (2d) 642 (1939), (C. C. A. 8).
20 Helvering vs. American Dental Company, 
supra, 331; compare. Frank B. Thompson, 42 
B. T. A. 121 (1940) in which a voluntary con­
tribution by a taxpayer to a corporation of 
which he and his family were sole stockholders 
was held to be a gift to the corporation subject 
to gift tax.
21311 U. S. 112 (1940).
22 2 T. C. 1126 (December 15, 1943).
The American Dental Company case 
involved tax consequences to the debtor. 
It is interesting to speculate as to what 
the tax consequences of a like transac­
tion will be to the creditor. The court 
found that the debtor had acquired 
something by gift. In order to effect 
a gift there must be a donor, who was, 
of course, in this case the forgiving 
creditor. Is the creditor subject to gift 
tax with respect to the forgiven indeb­
edness? The Supreme Court did not 
expressly refer to the question but may 
have had it in mind, for it said that the 
word “gift” takes “coloration from the 
context of the particular statute in 
which it may appear.” And it was 
careful to say “in its present setting” 
the word denotes “the receipt of finan­
cial advantages gratuitously.”
It is possible that the purpose of these 
remarks was to suggest that what is a 
gift for purposes of income tax compu­
tation is not necessarily a gift for pur­
poses of gift tax. It has already been 
judicially observed that the word “gift” 
may have different connotations in dif­
ferent statutes.18
On the basis of existing decisions and 
authoritative commentary, it is possible 
to conclude that in order to be subject 
to gift tax a transfer must be made for 
reasons purely altruistic “out of pure 
generosity or solicitude for the welfare 
of the recipient rather than for some
16 Benedict Coal Corporation vs. Commis­
sioner, T. C. Memo. Op., Docket No. 98,449 
and 100,576 (1943); Liberty Mirror Works vs. 
Commissioner, 3 T. C. No. 126 (June 20, 1944).
17 S. H. De Roy & Company vs. Commis­
sioner, T. C. Memo. Op., Docket No. 109,581 
(May 9, 1944).
18 Commissioner vs. Beck’s Estate, 129 F. (2d) 
243, 246 (1942) (Frank, J.): “Congress might 
use different symbols to describe the taxable 
conduct in the several statutes, calling it a 
‘gift’ in the gift tax law, a ‘gaft’ in the income 
tax law, and a ‘geft’ in the estate tax law.” 
selfish reasons as, for example, a busi­
ness benefit which the transferor may 
hope to receive.”19 The transfer in­
volved in the Dental Company decision 
would seem to avoid the gift tax for 
it is clear that the motives leading to 
the cancellations involved were those 
of business.20 21
If, under the rationale of the Ameri­
can Dental case the creditor is not to be 
considered as having made a gift subject 
to gift tax, the question arises whether 
the creditor may be held to have real­
ized income under the rationale of 
Helvering vs. Horst21 in which the Su­
preme Court stated that a taxpayer need 
not necessarily receive cash or property 
to realize income, but may be held to 
have received taxable income “when he 
has made such use or disposition of 
his power to receive or control the in­
come as to procure in its place other 
satisfactions which are of economic 
worth.” This argument was made by 
the Commissioner in John Harvey Kel­
logg.22 In this case the Commissioner 
argued:
“that since the Dental case establishes that 
the gratuitous forgiveness by a creditor to 
his debtor is a gift, it must be that the 
creditor had something to give, and that 
this must be the amount of the debt. Thus 
the creditor must be regarded by construc­
tion as having received the amount of the 
debt from his debtor and having used it by 
giving the amount back to the debtor. Since 
the disposition of income was held in the 
Horst case to be the equivalent of its real­
ization and therefore the occasion for its 
taxation to the disposer, it follows that the 
relinquishment to the debtor was such a 
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realization by Kellogg and is the occasion 
for its taxation to him.”
The Tax Court rejected the Com­
missioner’s argument with the observa­
tion that:
“when we come to apply the Commissioner’s 
conception to the numerous easily-imagined 
situations, in which actual receipt or accrual 
would be constructed out of conduct 
amounting to realization because of satis­
factions or enjoyments, there is a prohibi­
tive difficulty in keeping the conception 
within rational limits. We find no author­
ity in the revenue act for treating the relin­
quishment of an indebtedness by a cash 
basis creditor to his debtor as a realization 
of income by the creditor.”
There is some disturbing language in 
the opinion, however, which indicates 
that the result might be different in the 
case of a creditor employing the accrual 
basis of accounting.
Another question which arises from 
the decision is whether or not the for­
giving creditor is entitled to a bad debt 
deduction assuming that the financial 
condition of the debtor is such as other­
wise to warrant such a deduction.
It will be noted that in the Ameri­
can Dental case the landlord charged 
off the amount of rent forgiven as a bad 
debt. The deductibility of this item 
was not in question, however, and no 
reference whatever is made in the opin­
ion to the subject. While the acquisition 
by the debtor as a gift of the amount 
forgiven seems not in harmony with 
the allowance of a bad debt deduction 
to the creditor, there is nothing in the 
existing law to indicate that the de­
cision in the American Dental case 
affects the deductibility as a bad debt 
of the amount forgiven if in fact such 
amount is uncollectible.
Under Section 23 (k) of the Code, as 
amended by the 1942 Act, the deducti­
bility of a bad debt depends upon the 
fact of its worthlessness. If a debt is 
actually worthless in whole or in part it 
would seem that a deduction is allow­
able irrespective of whether or not the 
creditor does any forgiving.
In this connection it is interesting to 
note the opinion of one writer to the 
effect that the amount forgiven should 
be deductible as an ordinary and neces­
sary business expense on the ground 
that expenditures of this type are al­
most invariably made by creditors for 
the purpose of furthering and develop­
ing business good will which, even 
though it is an intangible, is an impor­
tant asset in the case of most business 
corporations.23
23 12 Fordham Law Review 1943, pp. 200, 201.
24 Lakeland Grocery Company, 36 B.T.A. 289 
(1937).
25 Dallas Transfer & Terminal Warehouse 
Co. vs. Commissioner, 70 F. (2d) 95 (C.C.A. 5)
(1934); Highland Farms Corporation, 42 B.T.A, 
1314 (1940).
Another aspect of the American Den­
tal case which is worthy of attention is 
the treatment by the court of the ques­
tion of the debtor corporation’s sol­
vency. Following the decision of the 
Board of Tax Appeals in Lakeland 
Grocery Co.24 it has become generally 
accepted law that, where income is 
realized from the cancellation of in­
debtedness, the amount of the income 
which is taxable under the Kirby doc­
trine is limited to the extent to which 
an insolvent debtor is rendered solvent 
as a result of the transaction.25 *If the 
debtor was insolvent both before and 
after the cancellation of indebtedness, 
no part of the income realized was tax­
able to him. In connection with this 
feature of the law, the court in Ameri­
can Dental Company stated that there 
was “no substance in the Commission­
er’s differentiation between a solvent 
or insolvent corporation or the taxa­
tion of income to the extent of assets 
freed from the claims of creditors by a 
gratuitous cancellation of indebted­
ness.” It is quite probable that the 
court by this statement did not intend 
to disapprove the rule of the Lakeland 
case. It is more probable that the court 
meant that, given a case where the for­
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giveness of debt was gratuitous and for 
that reason created no taxable income, 
solvency or insolvency was immaterial, 
but that if the case were one where the 
reduction in indebtedness resulted from 
an arm’s length bargain, as in the Kirby 
case, then the rule of Lakeland Grocery 
still applies. This is the interpretation 
that has been placed upon this aspect 
of the American Dental case by the Tax 
Court in several recent decisions.26
27 Commissioner vs. Liberty Bank & Trust 
Co., 59 F. (2d) 320.
28 Burnet vs. Sanford & Brooks Company, 282 
U. S. 359 (1931).
29 Cooper vs. United States, 9 F. (2d) 216, 
C. C. A. 8th (1925).
30 Clarion Oil Co., 1 T. C. 751.
Although the court makes reference 
to Section 22 (b) (9) in its opinion, it 
seems reasonably clear that the court’s 
decision does not raise any problems 
under this section of the statute. That 
section provides for the exclusion from 
gross income of income which is attri­
butable to the discharge of indebtedness 
evidenced by a security. If the circum­
stances of the reduction of certain in­
debtedness evidenced by a security are 
such as to make the American Dental 
decision applicable then no taxable in­
come will result and Section 22 (b) (9) 
will hence have no bearing.
One part of the American Dental de­
cision which seems unsatisfactory is the 
failure to give express recognition to the 
fact that the court was dealing with the 
forgiveness of indebtedness representing 
accrued items of expense which had 
been deducted in prior years to offset in­
income. Apparently this circumstance 
was considered immaterial. While it did 
not say so specifically, it is clear that 
the court thought that, for the pur­
poses before it, no distinction was to be 
made between a reduction of capital in­
debtedness and a reduction of expense 
indebtedness. This is indicated by the 
fact that in justifying certiorari, it re­
ferred to a “variety of views in the 
circuits as to the taxability of similar 
adjustments of indebtedness’’ and as 
support for this statement cited cases, 
some of which involved a reduction of 
capital indebtedness and some of which
26 Texas Gas Distributing Co., 3 T. C. No. 6 
(Jan. 18, 1944); Kramon Development Co., 
Inc., 3 T. C. 342 (Feb. 23, 1944). 
involved a reduction of expense indebt­
edness. In not distinguishing between 
these two types of cases it would seem 
that the court’s action was inconsistent 
with certain fundamental principles of 
income taxation.
The cases are numerous which recog­
nize that where an adjustment occurs 
which is inconsistent with what has 
been done in a prior year in connection 
with the determination of tax liability 
the adjustment should be reflected in 
reporting income for the year in which 
it occurs. Thus, bad debt recoveries may 
be reportable as income;27 expenses 
paid and deducted and later recovered 
must be included in income;28 insur­
ance recoveries are taxable if the losses 
were deducted earlier;29 and depletion 
deductions must be reported as income 
if an oil lease is cancelled without being 
operated.30 Numerous additional ex­
amples could be cited.
Congress has approved the rule and 
has recently legislated the tax benefit 
modification in the new Sections 22 
(b) (12) and 128 of the Code, as added 
by the 1942 Revenue Act. Section 22 
(b) (12) excludes from income a bad 
debt recovered in a later year where 
the original reduction did not result 
in a reduction in income tax. Section 
128 permits a taxpayer who in a prior 
year has paid unconstitutional taxes 
for which he has been allowed a deduc­
tion and who subsequently recovers 
the taxes, to elect to exclude the recov­
ery from income, provided he pays the 
additional tax resulting from disallow­
ing the deduction in the earlier year.
The court in the American Dental 
case entirely ignores these principles 
and the obvious Congressional approval 
of them. In so doing it may have opened 
a possible avenue of tax avoidance. 
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Conceivably, in certain circumstances 
expenses may be accrued, deducted and 
later forgiven with tax benefit from the 
deductions and no offsetting tax on the 
amount forgiven.
Another question posed by the Amer­
ican Dental case is whether a gratuitous 
cancellation of indebtedness should be 
considered a contribution to the capital 
of the debtor and, as such, included in 
the equity invested capital of the debtor 
for purposes of the excess-profits tax. 
This interesting question was involved 
in a recent case in the Tax Court31 in 
which it was contended that the aggre­
gate amount of debts forgiven by peti­
tioner’s creditors in 1936, 1937 and 1939 
and credited to surplus account in those 
years were includible in petitioner’s 
“equity invested capital” for 1940 and 
1941 as “paid in surplus or as a con­
tribution to capital” within the mean­
ing of Section 718 (a) (1) (2) of the 
Internal Revenue Code. The Tax Court 
held, however, that the gratuitous for­
giveness of a corporation’s debts by non­
stockholder-creditors does not neces­
sarily result in a contribution to capital 
of either money or property. It reasoned 
that the creditor actually pays in noth­
ing to the corporation, but merely fore­
goes his claim for the debt and relieves 
the corporation of the obligation to 
pay out on it. It observed that the 
Supreme Court in the American Dental 
case stated that this was “more akin to 
a reduction of sale price than to finan­
cial betterment through the purchase 
by a debtor of its bonds in an arms- 
length transaction.”
31 Liberty Mirror Works, 3 T. C. No. 126 
(June 20, 1944).
32 See A.R.R. 678, Cumulative Bulletin July- 
December, 1921, p. 290; The Parisian, 2 B.T.A. 
415; Cohn-Goodman Co., 7 B.T.A. 475; Charles 
F. L’Hommedieu & Sons Co., 6 B.T.A. 41.
It would seem clear that this con­
clusion of the Tax Court as to the 
forgiveness of indebtedness by a non­
stockholder-creditor is sound. The re­
sult, however, might be different in the 
case of creditors who are also stock­
holders. Prior to the American Dental 
case it had been held in a number of 
cases that where an indebtedness of a 
corporation is forgiven and cancelled 
by stockholders under circumstances 
showing a purpose on their part to 
make an additional contribution to the 
corporation’s capital and to increase 
their investment in the corporate enter­
prise, the amount of the cancelled in­
debtedness should be recognized as an 
addition to invested capital.32
The question many are asking is: 
What treatment will be accorded the 
release of indebtedness in the next Rev­
enue Act? The limited relief granted 
corporations by Section 22 (b) (9) will 
be available only until December 31, 
1945. Thereafter, unless the life of this 
provision is extended, corporate and in­
dividual debtors alike will have to fall 
back on the principles of the American 
Dental case for relief from tax when 
debts are cancelled.
The Commissioner is doubtless find­
ing it difficult to apply the American 
Dental case because of the questions it 
left unanswered. No case has come to 
my attention in which the Commis­
sioner has fully accepted the principle 
of that decision and the number of 
cases in which the Commissioner has 
opposed applying the doctrine of the 
American Dental case indicates that 
administrative difficulties would be 
overcome by realistic legislation on the 
subject.
A large part of our business has al­
ways been done on credit, and capital 
obtained by private borrowing un­
doubtedly will continue to play a large 
part in the reconversion of business to 
a peacetime basis after the war. Bor­
rowings which turn out to be unwise 
probably will always be made and there 
is no known way of avoiding business 
casualties. Businessmen who have ex­
tended credit salvage what they can 
when a venture proves unsuccessful and 
are often willing to release the balance 
of the debt even though the debtor may 
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not be technically insolvent. The tax 
law should recognize this and avoid 
“kicking a fellow when he is down” by 
imposing a tax on the income the 
debtor may realize through the release 
of his business debts. At the same time 
it may be necessary as long as we have 
a gift tax, to prevent tax avoidance, 
particularly where individual borrow­
ers may be persons to whom lenders 
might be expected to make gifts.
No discussion of changing tax con­
cepts would be complete without ref­
erence to the Dobson case33—that amaz­
ing dissertation on the finality of Tax 
Court decisions which blossomed un­
expectedly, which has produced diffi­
culties and uncertainty for taxpayer and 
administrative officials alike and has 
directed much thought to a re-examina­
tion of procedure in tax cases. Although 
later decisions of the Supreme Court 
have not followed it, nevertheless the 
decision raises interesting qustions as 
to the finality of Tax Court decisions 
and even more interesting questions as 
to the status of the tax benefit rule.
33 Dobson vs. Commissioner, 320 U. S. 489 
(1943) petition for rehearing denied 321 U. S. 
231 (1944).
34 See Virginian Hotel Corporation vs. Hel­
vering, 319 U. S. 523 (1943) holding that exces­
sive depreciation which resulted in no tax 
benefit had nevertheless been “allowed” and 
the basis of the property should be adjusted 
for such excessive and non-beneficial deprecia­
tion.
Until the Dobson case reached the 
Supreme Court it was thought the only 
issue in the case was whether amounts 
recovered in a proceeding to rescind a 
stock purchase constituted income for 
the year of recovery when no tax benefit 
had resulted from the deduction of 
losses in a prior year when the stock 
was sold. The Board of Tax Appeals 
had applied the so-called “tax-benefit” 
rule and held nothing was to be in­
cluded in gross income in the year of 
recovery. The Circuit Court of Appeals 
thought that the “tax-benefit” rule 
should not be applied in the absence of 
statute or Treasury regulation requir­
ing such action.
The issue seemed to be narrowly 
drawn: Should the equitable principle 
known as the “tax-benefit” rule be ap­
plied to the facts of the Dobson case? It 
seemed too clear for second thought 
that the question was one of law, or a 
mixed question of law and fact at best, 
either of which would be reviewable by 
the Circuit Court and the Supreme 
Court. The tax-benefit theory had been 
treated as a question of law by the Com­
missioner and the Tax Court in other 
situations. It had been applied by Con­
gress to recoveries of bad debts, prior 
taxes and war losses. Should it be ap­
plied without statutory sanction to re­
coupment of stock losses? That seemed 
to be the whole question. It drew the 
attention of lawyers and accountants in­
terested in the possibilities of the tax­
benefit rule as a means of saving their 
clients from possible hardships. The 
question was all the more interesting 
because the Supreme Court in a 5-4 
decision had refused to recognize the 
tax-benefit rule in the Virginian Hotel 
case involving excessive depreciation 
deductions,34 and no question had been 
raised in the earlier case as to the 
power of the appellate courts to ex­
amine a decision of the Board of Tax 
Appeals applying the tax-benefit rule. 
Whereas in the Virginian Hotel case 
it was possible, by a technical construc­
tion of the law, to avoid applying the 
tax-benefit rule, it was believed that 
the issue would have to be faced 
squarely in the Dobson case.
The Supreme Court in the Dobson 
case reversed the decision of the Circuit 
Court of Appeals which had reversed 
the Board of Tax Appeals. Thus a 
Board decision applying the tax-benefit 
rule was allowed to stand. But the 
Supreme Court denied that it was 
“adopting any rule of tax benefits.” It 
said in effect that where no statute or 
regulation controls, the question is one 
of proper tax accounting practice, 
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which is a question of fact and is not 
reviewable by the Circuit Courts.
The fallacies inherent in such a 
holding are numerous. Whether an item 
constitutes income and the statute is 
silent on the specific point, the question 
has been regarded for years as a ques­
tion of law to be determined finally by 
examination of the statute and all aids 
in determining Congressional intent. 
Whether the entire history of the trans­
action should be given effect in deter­
mining whether there was any real gain 
or whether an item should be taxed 
merely because it constitutes a receipt 
for a particular period, has likewise 
been regarded as a question of law. It is 
doubtful whether anyone ever sup­
posed that silence of the statute con­
verts a question of law into one of fact. 
There would seem to be no magic in 
the words “proper tax accounting”; 
sometimes these words connote matters 
of law, sometimes matters of fact. 
Whether proper tax accounting would 
include an item in taxable income or 
regard it as a return of capital fre­
quently, if not usually, involves ques­
tions of law. Even where accounting 
practice is standardized, there is still 
question whether Congress intended to 
follow recognized accounting practice 
or some other rule. And the designation 
of the equitable principle of the tax­
benefit rule as a matter of tax account­
ing is so startling that one is impelled 
to search for some other reason back of 
the decision.
Some clue may perhaps be found 
in the court’s review of the history of 
the Tax Court, deserving praise of its 
independence, efficiency and fairness, 
and the conclusion that—
“It deals with a subject that is highly 
specialized and so complex as to be the de­
spair of judges. It is relatively better staffed 
for its task than is the judiciary.”
Tax problems are frequently complex 
and are “the despair of judges” and 
others but should problems are not 
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“highly specialized.” There are few 
legal or business transactions which do 
not involve tax questions. Some mem­
bers of the legal profession for many 
years have regarded tax practice as a 
“specialty” but this conclusion is un­
sound. Tested from almost any angle, 
tax practice is not a specialty. The tax 
practitioner needs a wider knowledge 
of substantive law than almost any 
other of the so-called specialists. The 
fact that tax problems may and do arise 
in almost every phase of business ac­
tivity is of itself sufficient to show that 
there is nothing esoteric about taxation.
It is true, however, that taxation has 
been ignored in many law school cur­
ricula except for the phases relating to 
constitutional law and conflicts of law. 
Mr. Justice Jackson apparently recog­
nizes this defect in the law school edu­
cation of the current generation of 
judges for he observes that Tax Court 
judges who have devoted some time to 
the study of taxation are better 
equipped to decide complex tax cases 
than the Supreme or Circuit Court 
justices. Admitting this to be true, it 
does not follow that the courts should 
be encouraged to shirk the responsibil­
ity of deciding legal questions by de­
signating them as matters of “account­
ing practice.”
There are some who say the Dobson 
case reflects an impatience at the in­
creasingly large number of legal dis­
putes involving taxes.85 This seems to 
be borne out by the statement in the 
opinion that:
35 During the 1943-44 term of the Supreme 
Court there were sixteen cases involving Fed­
eral taxation.
“After thirty years of income tax history 
the volume of tax litigation necessary mere­
ly for statutory interpretation would seem 
due to subside. That it shows no signs of 
diminution suggests that many decisions 
have no value as precedents because they 
determine only fact questions peculiar to 
particular cases. Of course frequent amend­
ment of the statute causes continuing un­
certainty and litigation, but all too often 35*
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amendments are themselves made necessary 
by court decisions. Increase of potential tax 
litigation due to more taxpayers and higher 
rates lends new importance to observance 
of statutory limitations on review of tax 
decisions. No other branch of the law 
touches human activities at so many points. 
It can never be made simple, but we can 
try to avoid making it needlessly complex.”
The argument seems to be that, if there 
is much litigation, it cannot involve 
legal questions but must involve ques­
tions of fact, or that if there are many 
taxpayers and high rates the courts 
should be more observant of limitations 
upon the right of review. Neither of 
these conclusions seems sufficiently 
sound to warrant second thought.
Some students decry the fact that a 
large part of the time of the courts is 
taken up with cases involving Federal 
taxation. It is too much to expect that 
the extraction of billions of dollars 
from the pockets of millions of our 
people each year would not produce 
litigation. Considering the amount of 
the total taxes collected each year and 
the number of taxpayers, the percent­
age of the potential tax cases which 
eventually reach the courts is relatively 
small. The citizen thinks of the courts 
as the arbiter between him and his gov­
ernment and may well inquire whether 
it is not one of the more important 
functions of the judiciary to consider 
and carefully determine disputes in­
volving the revenue, regardless of the 
number of cases or the complexity of 
the matters brought to the courts.
This does not mean that litigation 
should be encouraged nor does it mean 
that we should ignore the results of a 
system in which taxpayers and gov­
ernment alike must wait many years 
for the final word of the Supreme 
Court on questions arising under the 
Internal Revenue Code. There is room 
for improvement in tax procedure and 
it is to be hoped that the discussion 
engendered by the Dobson case will lead 
the accounting and legal professions to 
102
review the defects in our present system 
and propose acceptable remedies.
Without going into too much detail, 
some of our present troubles seem to 
stem from the following:
(1) Delay in reaching adjustments of tax 
controversies.
(2) Excessive assertion of deficiencies.
(3) Excessive litigation.
(4) Conflicting decisions of the various Cir­
cuit Courts of Appeals requiring the 
Supreme Court to resolve such con­
flicts.
Suggestion has been made36 that the 
remedy will be found in completely 
revising administrative procedure; 
requiring full statement of all grounds 
for opposing tax deficiencies and all 
evidence to be adduced at the time of 
filing the protest; requiring the Com­
missioner to make findings of fact, ulti­
mate and evidentiary, which the tax­
payer would have the burden of dis­
proving before the Tax Court; limiting 
the Tax Court hearing to facts and 
grounds stated in the protest; requir­
ing the taxpayer to pay his tax or post 
bond before a Tax Court proceeding; 
giving the Tax Court exclusive juris­
diction over refunds and creating a 
single Court of Tax Appeals to which 
would go all appeals from Tax Court 
decisions.
36 Traynor, 38 Columbia Law Review 1393 
(1938).
Such drastic changes in procedure 
have many objections. Perhaps some of 
the following improvements should be 
tried:
(1) Make an effort to stabilize the tax law 
rather than changing it every year.
(2) Establish “career service” in the Bu­
reau of Internal Revenue and give ad­
ministrative officials greater authority 
to reach administrative adjustments of 
a dispute after a careful and complete 
examination in the first instance.
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(3) Bring about close cooperation between 
officials of the Department of Justice, 
the office of the Commissioner of In­
ternal Revenue and the Treasury De­
partment in determining administra­
tive policies as to questions arising 
under the tax law, on the theory that 
permissible administrative interpreta­
tion consistently adhered to can do 
much to reduce litigation. This would 
involve paying more attention to 
making the tax law work and less at­
tention to litigating interesting ques­
tions only to have Congress overcome 
the effect of a decision by subsequent 
legislation. It would also involve free 
use of the Commissioner’s power to 
limit the application of novel rulings 
and regulations to cases arising after 
the announcement of the new rule.
(4) Permit the Tax Court to make deci­
sions of cases on agreed statements of 
fact in proceedings which are less for­
mal than at present.
(5) Avoid instances in which the Commis­
sioner attacks the validity of his own 
regulations in connection with judicial 
proceedings without revoking such reg­
ulations and establishing what is be­
lieved to be the correct rule.
(6) Attempt to promote certainty in the 
law and thus avoid disputes by devel­
oping a procedure under which impor­
tant tax controversies can reach the 
Supreme Court even in the absence of 
conflict among circuits, so that the law 
is not left in a state of uncertainty 
while the taxpayers or administrative 
officials are awaiting conflicting deci­
sions.
Regardless of what is done in the way 
of improving administrative and ju­
dicial procedure in tax cases, however, 
it is significant that in the American 
Dental case the Supreme Court applied 
a broad, equitable principle to avoid 
taxing unreal items of income formerly 
subjected to tax. Likewise significant is 
the effect of the Dobson case, for despite 
the court’s excursion into the subject 
of finality of Tax Court decisions, a 
decision applying the tax-benefit rule 
was allowed to stand.
The taxpayer did not fare so well, 
however, in a claim for equitable re­
coupment originating in the Tax 
Court.37
37 Commissioner v. Gooch Milling & Elevator 
Co., 320 U. S. 418 (1943).
Where an item of income has been 
taxed in one year and later it is found 
to be taxable in a subsequent year, tax­
payers naturally claim the right to offset 
the overpayment in the prior year (re­
covery of which may be barred) against 
the deficiency in the later year. Section 
3801 of the Code grants some relief in 
specific instances by permitting assess­
ments, collections, refunds and credits 
even though the period of limitations 
has expired, but does not attempt to 
cover all cases in which recoupments 
may seem appropriate.
In the Gooch Milling case the Su­
preme Court limited the application of 
the recoupment principle to actions 
originating in the District Courts. There 
it was held that the Tax Court does 
not have jurisdiction to apply the doc­
trine of recoupment in reducing a de­
ficiency for the taxable year before it. 
An audit made in 1938 of the taxpayer’s 
books disclosed an erroneous valuation 
of its 1935 inventory, which had re­
sulted in an overpayment of taxes for 
1935. This excess payment was not 
refundable because of the expiration of 
the period of limitations. On the basis 
of the adjusted inventory valuation, 
however, the Commissioner determined 
a deficiency for 1936. The 1935 over­
payment exceeded the amount of the 
1936 deficiency. In the Board of Tax 
Appeals the corporation sought to have 
the 1935 overpayment applied as an 
offset against the 1936 deficiency, but 
the Board refused to grant such relief 
“for jurisdictional reasons.”
The Supreme Court held that the 
Board had acted properly and that un­
der the legislative limitations upon its 
jurisdiction it is confined to a deter­
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mination of the amount of deficiency 
or overpayment for the particular year 
before it and has no power to order a 
refund or credit should it find that 
there has been an overpayment in the 
year in question. The court pointed 
out that Section 272 (g) of the Code 
specifically provides that—
“the Board in redetermining a deficiency 
in respect of any taxable year shall consider 
such facts with relation to the taxes for 
other taxable years as may be necessary cor­
rectly to redetermine the amount of such 
deficiency, but in so doing shall have no 
jurisdiction to determine whether or not 
the tax for any other taxable year has been 
overpaid or underpaid.”
The court further pointed out that the 
Board could do no more than redeter­
mine the 1936 deficiency distinct from 
any overpayment or underpayment in 
any prior or subsequent year and that 
there was therefore no occasion for the 
Board to exercise its power under Sec­
tion 272 (g) to consider any facts re­
lating to the 1935 taxes, the redeter­
mination of the 1936 liability being in 
no way dependent on any prior tax 
assessment or overpayment. The court 
stated that in seeking to have the 1935 
overpayment used as an affirmative de­
fense or offset to the 1936 deficiency 
necessarily involved a determination of 
whether there was a 1935 overpayment 
and the language of Section 272 (g) 
placed such a determination outside of 
the jurisdiction of the Board.
The leading case on the application 
of recoupment in taxes is Bull vs. 
United States.38 In that case the execu­
tor of the estate of a deceased member 
of a partnership paid a deficiency in 
estate tax in 1921, determined by 
treating as part of the estate partner­
ship profits earned subsequent to the 
decedent’s death, and in 1928 paid a 
deficiency in income tax, assessed in 
1925, upon the same profits. In a suit 
for recovery of the income tax payment 
brought in 1930, the estate was held 
38 Bull vs. United States, 295 U. S. 247 (1935). 
39115 F. (2d) 445.
36 Traynor, 38 Columbia Law Review 1393
entitled to recoupment of the overpay­
ment of the estate tax by way of credit 
against the income tax deficiency, not­
withstanding the fact that the statute of 
limitations barred any separate action 
for recovery of the estate tax overpay­
ment. The court stated that if the claim 
for the income tax deficiency had been 
the subject of a suit by the government 
any counter-demand for recoupment of 
the overpayment of estate tax could 
have been asserted by way of defense 
and credit obtained therefor, notwith­
standing the fact that the statute of 
limitations barred an independent suit 
against the government for recovery of 
the estate tax overpayment. The pro­
cedural requirement that the taxpayer 
was obliged to pay the tax and after­
ward seek refund, the court said, had 
not obliterated his substantial right to 
rely on his cross-demand for credit of 
the amount which he could have re­
couped if the United States had sued 
him.
In Dixie Margarine Co. vs. Commis­
sioner39 a barred overpayment of excise 
tax was offset against income tax result­
ing from the recovery of such taxes for 
other years. In Mills vs. United States40, 
recoupment against a 1935 tax was al­
lowed for a barred 1931 overpayment 
which arose out of an erroneous re­
porting by the taxpayer of liquidating 
dividends, the first installment of which 
was received in 1931 and the last in 
1935. The court rejected the Govern­
ment’s contention that the Bull case 
applies only where erroneous or mis­
taken exaction of the tax is caused by 
the determination of the Commissioner 
and not when caused by the honest 
error of the taxpayer. The recoupment 
principle, however, applies only to the 
relief of the identical taxpayer. Thus, it 
has been held to be inapplicable where 
an overpayment of the estate tax of a 
deceased husband was claimed as a set­
off against income taxes due from the *36
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wife.41 Furthermore, there has been a 
tendency to confine the recoupment 
principle to situations in which the 
overpayment and deficiency involved 
were both based in some way upon the 
same transaction.
41 Edmonds, Administrator (Estate of J. W. 
Mitchell) vs. Commissioner (C. C. A. 9th), 90 
F. (2d) 14. See also The Huntington National 
Bank, Trustee vs. Commissioner (C. C. A. 6th) 
90 F. (2d) 876, where the taxpayer as trustee 
of one trust sought to be credited with pay­
ments as trustee of other trusts.
42 (Dist. Ct. Penn.) 18 F. Supp. 435.
43 (C. C. A. 8th) 87 F. (2d) 930. 
The Supreme Court in the Gooch 
Milling case concluded its opinion by 
stating:
“Until Congress deems it advisable to al­
low the Board to determine the overpay­
ment or underpayment in any taxable year 
other than the one for which a deficiency 
has been assessed, the Board must remain 
impotent when the plea of equitable re­
coupment is based upon an overpayment or 
underpayment in such other year.”
Apparently the Supreme Court believes 
that the Tax Court would have power 
to apply equitable principles if its juris­
diction is broadened to allow it to 
determine overpayments or underpay­
ments in taxable years other than the 
taxable year which is before it in con­
nection with the redetermination of a 
deficiency. When revision of adminis­
trative and judicial procedure is under­
taken it may be advisable to give the 
Tax Court concurrent jurisdiction with 
the District Courts over proceedings in­
volving refund claims. If such a pro­
posal is considered, it would seem de­
sirable to write into the law at the 
same time some provision which would 
allow the Tax Court to apply equitable 
principles such as the recoupment doc­
trine and to allow the court to re­
examine or redetermine the tax liability 
of prior years to the extent necessary to 
the exercise of such equity power.
If the Tax Court is to have jurisdic­
tion to determine whether a taxpayer 
is entitled to a refund, it is desirable, 
from the standpoint of the government 
and taxpayer alike, that the court have 
leeway to apply the doctrine of recoup­
ment and be allowed to offset refunds 
with barred deficiencies. The rule of 
the Bull case has been applied in favor 
of the government as well as the tax­
payer. In Lit, et al., Executors, vs. 
United States11 42 43, it was held that the 
Commissioner was entitled to recoup a 
barred gift tax deficiency against an 
estate tax refund, and in Crossett Lum­
ber Co. et al. vs. United States43, re­
covery was denied of a deficiency paid 
for 1927 where it appeared that the 
government had made an erroneous re­
fund for 1926 and both items arose out 
of a single inventory adjustment.
Simplification of Corporate Tax Structure
By Roy Blough
Director of the Division of Tax Research, Treasury Department
Introduction
Tax policy is a field where prize­
fights are more common than 
lovefeasts. But in this arena there
is one goal — simplification — toward 
which we can at least start with a united 
front. There is no difference of opinion 
here; we are all for simplification. Tax­
payers are for simplification. They de­
mand it in the taxes with which they 
personally come in contact. And they 
want it for the rest of the system so they 
may understand what it is all about. 
Tax administrators are for simplifica­
tion. They seek simple laws in order to 
ease their task. Tax practitioners are 
for simplification. It is greatly to their 
credit that the men who make their liv­
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ings, or at least better livings, because 
of tax complications have formally re­
solved in favor of simplification and, 
from time to time, have presented many 
constructive suggestions to simplify 
taxes. Committees of the American In­
stitute of Accountants have a long and 
honorable record of promoting simpli­
fication.
This universally-professed desire for 
simple taxes has been accompanied by a 
never-ending chorus of complaint at tax 
complexities. Much of the grumbling 
has served to let off steam generated by 
resistance to the tax burden itself; but 
much of it is soundly based. Despite the 
complaints, however, the tax system, 
generally speaking, has grown more 
rather than less complicated with the 
passing years.
Basically, most tax complexity derives 
from the necessity of applying an equit­
able form of taxation to a complicated 
situation in which many specific refine­
ments are necessary to meet charges of 
unfairness. The fact that the income tax 
law of 1913 covered but 19 pages, while 
the Revenue Act of 1942 added 157 
pages of amendments to already lengthy 
statutes applying to income and profits 
taxes, does not reflect sadism on the part 
of Congress. It indicates rather a pro­
digious effort to be fair. Many compli­
cations are unnecessary, to be sure, but 
others—most of them—are the price we 
pay for equity or to avoid undesirable 
economic consequences.
Concern with complexity has intensi­
tied in recent years because of the great 
increase in revenue required to finance 
the war. On the one hand, expanding 
revenue requirements have necessitated 
broadening the individual income tax 
base. In 1940, four million taxable in­
dividual income returns were filed; in 
the fiscal year 1944 the figure had grown 
to forty million. This tenfold increase 
has brought into contact with the in­
come tax many persons who faced the 
new task of filling out returns with little 
experience or training in the concepts 
or computations required. They have 
demanded and they have received a 
simple income tax.
On the other hand, rates have been 
greatly increased and new taxes have 
been added. These factors have magni­
fied hardships and intensified the search 
for loopholes. Both conditions have re­
quired complicating remedial provis­
ions. Moreover, public determination to 
permit no excessive war profits gave rise 
to an excess-profits tax. Such a tax is 
inevitably complicated and when the 
tax is imposed at high rates—as in the 
case of our wartime excess-profits tax- 
careful and complicated adjustment is 
required to prevent serious hardships 
upon taxpayers and harm to our eco­
nomic structure.
Simplification is a broad concept. It 
means different things to different peo­
ple. For the great mass of taxpayers it 
means a return which is easy to fill out. 
Tax computations are often trouble­
some for people who are out of practice 
in arithmetic. Moreover, a multiplicity 
of income concepts, credits and deduc­
tions makes for confusion. Returns un­
der a given law can often be simplified 
but, for the most part, the difficulty of 
the return stems from the policy laid 
down by the law.
Then, too, what some people look 
upon as difficulty with the return is 
often in fact difficulty with the ac­
counting and record-keeping which are 
necessary before the return can be pre­
pared. In grappling with the problem 
of simplifying the individual income 
tax, the Treasury found that the record­
ing and listing of deductions constituted 
the greatest complication for many, 
perhaps most, taxpayers.
To other people simplification means 
simpler language in the law and regula­
tions. Newspapers and magazines rely 
on quotations from the Internal Rev­
enue Code to supply their publications 
with humorous “filler.” Many of these 
quotations are highly amusing and I 
should be the last to deny anyone any 
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amusement he can get from taxation. 
Moreover, I am inclined to agree that in 
many instances the same exactness of 
statement could be achieved with easier 
understanding, if more words and less 
involved sentence structure were used. 
In truth, however, the kind of detailed 
provisions which the periodicals wag­
gishly quote, reduce rather than in­
crease tax complications. They add pre­
cision and thereby reduce litigation.
Any broad view of tax simplification 
must distinguish between the complica­
tions which affect the many and those 
which affect the few. Many of the spe­
cialized technical provisions of the law 
which cause the loudest complaints ap­
ply to a limited number of taxpayers. 
Simplification of our corporate tax 
structure must take into account both 
those complexities which affect all cor­
porate taxpayers and those which affect 
the relatively few.
Simplifying the Mechanics of the 
Structure
The relative importance of various 
simplification proposals is determined 
in part by the number of taxpayers in­
volved and in part by the amount of 
benefit which would accrue to an af­
fected taxpayer. How these proposals 
affect general public understanding of 
the tax system is an additional factor of 
significance. Corporate tax simplifica­
tion involves state and local taxes as 
well as federal taxes. I shall consider 
here only the federal side.
Four major federal taxes are levied 
upon corporations at the present time— 
the income tax (both normal tax and 
surtax), the capital-stock tax, its com­
panion tax the declared-value excess­
profits tax, and the true excess-profits 
tax. It is within this framework that we 
must approach the problem of corpor­
ate tax simplification.
The Excess-Profits Tax
Let us consider first the excess-profits 
tax. In the fiscal year 1944, 140,000 cor­
porations filed excess-profits tax re­
turns, on 70,000 of which taxable excess­
profits were shown.
No one will deny that the excess-prof­
its tax is complex; in fact, the major 
complexities of corporation taxation at 
the present time can be laid at its door. 
Even if all the data needed to make a 
return were easily available, the mere 
computation of the tax is no small job. 
First, the choice of credit—average-earn­
ings and invested-capital—introduces a 
complication into the law. Second, the 
mathematical computations are nu­
merous and appear involved to many 
small taxpayers. Third, further compli­
cations are introduced by the host of 
relief adjustments which were insisted 
upon by one group of taxpayers or an­
other for reasons of equity or incentive. 
You are all familiar with the formula 
for increased earnings in the last half 
of the base period, the 75-per cent rule, 
the 80-per cent limit, the carry-overs 
and carry-backs, Section 722, abnormal 
deductions in the base period and ab­
normal income in the current year, ac­
celerated production of natural re­
sources, installment sales and long-term 
contracts, the domestic corporation do­
ing business abroad, capital-gains treat­
ment for timber operations, and special 
treatment of bonus income for excess 
mining and timber output. The list is 
by no means exhausted. I merely want 
to point out that these special adjust­
ments all make for complication and 
they have generally been inserted at tax­
payers’ urging.
Much could be said about simplifica­
tion of the excess-profits tax. But post­
war tax planners appear to be unani­
mous on one point. No plan thus far 
observed calls for retention of the war­
time excess-profits tax in our permanent 
peacetime tax structure. It appears that 
simplification of the excess-profits tax 
will come by erasure rather than by 
erosion. Unless the basic provisions 
were to be modified or eliminated, 
the possible simplification is perhaps 
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more superficial than real. Changes in 
the interest of simplicity at this stage 
would probably augment rather than 
reduce the total complications of a tax 
with a short life expectancy. Little 
would be gained from a discussion here 
of the particular features of the excess­
profits tax which could be altered to 
reduce complexity.
The Capital-Stock and Declared- 
Value Excess-Profits Tax
Next on the list of corporation taxes 
are the capital-stock tax and the de­
clared-value excess-profits tax. Some 
510,000 capital-stock tax returns were 
filed during the fiscal year 1944; of this 
number 377,000 showed a tax. In addi­
tion, a separate computation for the 
declared-value excess-profits tax is re­
quired on the income tax return.
The capital-stock and declared-value 
excess-profits taxes are a prime example 
of the close relation between simplicity 
and certainty. If income could be fore­
cast accurately, these taxes, although 
superfluous, would give rise to few com­
plaints. They would represent roughly 
an additional levy on profits of ¼ of 1 
percent for corporations with excess­
profits, and of ¾ of 1 percent for cor­
porations with no excess-profits. Cor­
porations with deficits would pay no 
tax. But profits commonly cannot be 
forecast accurately. These taxes are a 
capricious penalty on inability to fore­
cast income. They impose the burden 
of preparing one additional return and, 
much more important, the torment of 
searching the crystal ball for figures that 
can be defended to boards of directors 
and stockholders.
If income could be accurately fore­
cast, these taxes, although superfluous, 
probably would give rise to few com­
plaints. Since the declared-value excess­
profits tax is imposed on income in ex­
cess of ten percent of the declared value 
of the capital stock, the total of the two 
taxes is minimized if capital stock is de­
clared at a figure ten times expected 
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income. To achieve this minimum con­
sistently, calendar year corporations 
would have to be able to estimate in the 
middle of the year their exact income 
as of the end of the year. It is to the 
necessity for guessing and the difficulty 
of guessing accurately that the unpopu­
larity of these taxes can be attributed.
These complications and difficulties 
would be more acceptable if the de­
clared-value capital-stock and declared- 
value excess-profits taxes achieved a ra­
tional distribution of tax burdens. Ac­
tually, they have no relation to any 
accepted principle of tax distribution. 
They bear more heavily on small than 
on big business. They favor those firms 
with relatively stable earnings and 
penalize those with fluctuating income.
One of the arguments for a capital­
stock tax is that corporations which use 
the services of the government should 
pay taxes regardless of whether they 
are in the black or red. Since, as we have 
already seen, only three-fourths of the 
capital-stock tax returns are taxable re­
turns, the capital-stock tax in its pres­
ent form clearly fails to achieve this end. 
True, there are some payments by cor­
porations with deficits. But these pay­
ments are from corporations which did 
not anticipate deficits. Had the deficits 
been anticipated, it would have been 
unnecessary to declare any substantial 
amount of capital-stock value and, ac­
cordingly, the capital-stock tax would 
have been nominal. In practice the only 
deficit corporations which are really 
hit by the capital-stock tax are those 
which could not forecast the deficit.
Having once more lashed this oft- 
whipped horse, which somehow is still 
in the running, I suggest that the 
capital-stock and declared-value excess­
profits taxes be simplified in the man­
ner urged by the Treasury for some 
years and unanimously concurred in by 
business—namely, repeal. The Senate 
voted to repeal the capital-stock and 
declared-value excess-profits taxes in 
1942. The conferees did not sustain the 
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Senate action. But Congress might act 
differently when circumstances are 
such as to permit tax reduction rather 
than to require tax increases.
The Corporation Income Tax
The major taxes in the corporation 
tax structure remaining for discussion 
are the corporation normal and surtax. 
In the fiscal year 1944, 476,000 corpora­
tion income tax returns were filed. Of 
this number 264,000 were subject to 
income tax.
Probably the most conspicuous com­
plication on the present corporation 
income tax return is the number of con­
cepts of net income employed: net in­
come, adjusted net income, surtax net 
income, normal tax net income, and 
net income for declared-value excess­
profits tax computation. In addition, 
there are capital gains, which stand in 
a category by themselves. These differ­
ent concepts of net income result from 
the special tax treatment accorded par­
tially tax-exempt securities, the 85-per- 
cent credit for dividends received, the 
special allowance for dividends on cer­
tain preferred stock of public utilities, 
and the declared-value excess-profits tax.
These five concepts of net income 
could be reduced to one if the declared- 
value excess-profits tax were repealed, if 
the contractual exemption from normal 
tax of partially exempt securities were 
given in the form of a tax credit, if 
dividends received by corporations were 
fully taxable or fully tax-exempt, and if 
the public-utility preferred dividend 
deduction were repealed. While all of 
these possibilities present issues broader 
than simplification, it is not unlikely 
that Congress in resolving those other 
issues may advance the cause of simpli­
fication in at least some cases. Thus, for 
example, the right of partial tax exemp­
tion has already been denied to Federal 
securities issued since March 1, 1941, so 
except for a few special classes of securi­
ties such as shares in Federal Savings 
and Loan Associations, partially tax­
exempt securities will all have been re­
tired by 1965.
Even though the income concepts 
dealt with on the return could be re­
duced from five to one, many of the 
complications surrounding the com­
putation of the tax would still remain. 
Elimination of graduated rates would 
help simplify tax computation for cor­
porate taxpayers with incomes of under 
$25,000, comprising 86% of tax­
able returns in 1942, and for taxpayers 
with incomes between $25,000 and 
$50,000, comprising 5 percent of tax­
able returns in the same year. A flat rate 
tax on all taxable income would reduce 
the mechanical operations for the lat­
ter group of taxpayers from five to one. 
It is unlikely, however, that Congress 
would consider the removal of gradu­
ated rates solely from the viewpoint of 
simplification. It has long been a policy 
of Congress that small corporate enter­
prise should bear a lower-than-standard 
corporate taxload either through a spe­
cific exemption or through rate gradua­
tion. Most proposals for permanent 
postwar taxation have indicated a de­
sire to retain graduated rates within the 
present limited range. Perhaps a 
method involving a single computation 
might be worked out using, for ex­
ample, bracket rates.
Some people have gone so far as to 
recommend as a simplification measure 
the abolition of the 2-percent tax on 
consolidated returns. This is a case 
where simplicity would seem to be a 
minor consideration. In 1942 only about 
600 corporations filed consolidated re­
turns. Since these corporations reported 
an average of $3 million net income, we 
may assume that making this additional 
computation did not appreciably add 
to the burden of making out their tax 
returns. Some of the 600 and others 
that do not file consolidated returns 
must, of course, consider the benefits of 
consolidated returns compared to the 
higher tax rate. But the decision to re­
tain, repeal, or modify this tax will un­
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doubtedly be decided on grounds other 
than simplification.
The tax on undue accumulations of 
surplus also contributes to the struc­
tural complexity of the tax law. To the 
corporate taxpayer the complication 
lies in deciding what investment and 
dividend policies to follow to avoid the 
tax. There can be no denying that Sec­
tion 102 is very difficult to administer, 
since no definite general rules have 
been found as to what is and what is not 
an unreasonable accumulation of earn­
ings. This is one of the so-called “pen­
alty” taxes; yet its purpose is not to 
penalize, but rather to encourage cor­
porations to adopt dividend policies 
that will result in a fair distribution of 
the tax burden. Some proposals for the 
postwar tax structure call for strength­
ening this tax; others would retain it as 
at present; few, if any, would repeal it.
From the preceding discussion it 
seems clear that a good deal of simplifi­
cation of the present corporation tax 
structure could be accomplished by a 
few changes in the tax law, but that 
most of these changes involve policy 
issues far transcending simplification.
During recent months a number of 
proposals have been advanced which 
would modify the tax structure to give 
greater coordination of corporation and 
individual income taxes. How these 
proposals, if adopted, would affect tax 
simplification is a factor in testing their 
merits.
Perhaps the most far-reaching sugges­
tion is that we should give up taxing 
corporations as such and treat them as 
we now do partnerships and proprietor­
ships. No tax would be levied on the 
corporation, but the stockholder would 
include his allocable portion of cor­
porate income in his individual income 
tax return. Whatever its merits on other 
grounds, this method of taxing corpor­
ate income would not be a step in the 
direction of tax simplification. Al­
though by the partnership method we 
would escape many complications—for 
example, those arising from the taxa­
tion of undue accumulations of surplus 
—we would become involved in the 
enormously greater complexities of in­
come allocation to individual share­
holders.
Other suggestions for the coordina­
tion of individual and corporate levies 
do not go quite so far. Some would treat 
a flat-rate corporation tax as a source 
collection on dividends, ultimately to 
be credited against the personal taxes 
of the dividend recipients. Although 
total income would not need to be 
allocated currently as under the part­
nership method, such a system would 
present the additional complication of 
allocating to the individual shareholder 
the tax paid by the corporation. Other 
proposals would allow a credit for divi­
dend payments at the corporation level. 
This method would not necessitate al­
location of either taxes or income to 
individual shareholders, but it would 
raise some difficult problems related to 
the definition of distributed and re­
tained earnings. It seems clear, there­
fore, that the net result of complete 
coordination of corporation and indi­
vidual income taxes would be a tax 
structure more complicated than the 
present law would be after the stream­
lining that is possible.
Difference Between Simplification 
for Individuals and Corporations
Some people have reasoned that since 
individual income tax simplification 
was readily achieved, corporate tax 
simplification could be realized with 
equal ease and should be accomplished 
now. Certain things could be done, as 
we have seen. If we could reduce the 
corporation income tax structure to a 
single income concept and to a single 
tax rate, the task of filing a tax return 
would be simpler, especially for small 
corporations. But whereas the basic 
requirement of simplicity for most 
individual taxpayers could be met by 
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simplifying the structure and the re­
turn, for the corporation complicated 
computations and returns are only a 
part of tax complexities. For many cor­
porations, especially the larger ones, 
they are a very small part.
The difference between simplification 
of individual and corporation taxes can 
be seen from an examination of the 
changes made by the Individual Income 
Tax Act of 1944. This Act reduced the 
deduction problem—a major one be­
cause most individual taxpayers keep 
inadequate records—by permitting a 
presumptive deduction of 10 percent of 
income with a limit of $500. It simpli­
fied tax computation by reducing the 
number of taxes. It adopted a basic ex­
emption of $500 per person and omitted 
the earned income credit1 which had 
complicated the task of filling out the 
return. These changes made possible a 
simple tax table for use up to $5,000 of 
income.
1Repeal of the earned income credit took 
place in the Revenue Act of 1943, but did not 
affect any tax returns prior to passage of the 
Individual Income Tax Act of 1944.
However, relatively little was done to 
simplify the returns of taxpayers with 
large income or taxpayers reporting 
business income or capital gains and 
losses. These forms of income continue 
to be computed as they were before. 
Although they constitute minor com­
ponents of individual income, they are 
the bulk of corporation income. Thus 
individual tax simplification accom­
plished least in the area from which 
corporation tax complexity largely 
stems, namely, from the problems sur­
rounding the determination of business 
income.
income Determination
Accountants need not be told that the 
determination of business income is a 
complicated process and will remain 
so, regardless of tax simplification meas­
ures. Differences of opinion on ques­
tions of accounting are bound to arise 
in many situations. They are not lim­
ited to the government and a taxpayer. 
They are, of course, found among pri­
vate accountants as well. They cannot 
be eliminated by statute, regulations, or 
court interpretation.
A basic accounting problem is de­
termination of income year by year. 
Either the taxpayer or the government 
(which in the end means the other tax­
payers) may find itself discriminated 
against, if income is not properly ap­
portioned among the years. You are 
well aware of the difficulties and weak­
nesses of allocation, which make it im­
possible to determine with assurance 
the income of a particular year.
The provisions in the tax law for 
allocating charges for depreciation, de­
pletion, changing inventory value, de­
termination of bad debts, and so on, 
were introduced for the purpose of 
achieving as correct an annual state­
ment of income as possible. The impor­
tance of accuracy and with it to a great 
extent, the complications of applying 
these provisions would diminish, if we 
had a real averaging system which made 
the allocation of income and deductions 
to specific years less of a factor in de­
termining tax liability. Of course, com­
plete averaging, of itself, would involve 
substantial changes in the policy of 
taxation, and would considerably com­
plicate the law.
The techniques for averaging income 
are not as simple as they might seem; in 
fact, no really satisfactory method has 
yet been found. The benefits of averag­
ing are partially achieved at present 
through the carry-over and carry-back 
of losses. Carry-backs involve fairly seri­
ous complications. An extension of the 
carry-over of losses, however, would not 
seriously complicate the law, and would 
considerably reduce the importance of 
allocating certain items to particular 
years. Under fairly stable tax rates, a 
long carry-over period would achieve 




Complexity of the Law
Much corporate tax complexity arises 
from the attempt to spell out rules cov­
ering the taxability of a great variety 
of complex business transactions. For 
example, consider the law dealing with 
the determination of gain and loss from 
sale or other disposition of property. 
The general rule for these transactions 
is that every sale or exchange of prop­
erty gives rise to a gain or loss which 
should be recognized for income tax 
purposes. However, in a great many 
transactions, such as the exchange of 
like property for like property, certain 
transfers or exchanges in connection 
with a reorganization, or transfers on 
liquidation of a subsidiary, the general 
rule is modified to disregard certain 
transactions otherwise affecting taxable 
income. The necessity of valuing cer­
tain property as of the date the income 
tax first went into effect—March 1, 1913 
—introduces further complications. Dif­
ficult problems are also posed by seg­
regating dividends paid to shareholders 
into taxable and non-taxable categories. 
A long story could be made of various 
provisions of the law where similar 
complications appear, but time does 
not permit its telling.
Uncertainty of the Law
Perhaps the major cause of com­
plaint, however, is not so much one of 
complexity as it is one of perplexity. A 
common complaint is that the opera­
tion of the law is uncertain in too many 
cases. Although uncertainties have long 
been present in the law, they have be­
come particularly important in recent 
years because, with increased rates, 
taxes exercise a greater influence on 
general business decisions. Thus uncer­
tainties with respect to a 10-percent tax 
liability do not seriously affect business 
decisions. B,ut if tax rates are high, 
vagueness in the law will expand the 
area of uncertainty within which man­
agerial decisions must be made.
The uncertainties of tax law arise 
largely because among the numerous 
possible transactions are some regarding 
which the tax law makes no specific 
provision. Taxpayers are not sure how 
such transactions will be treated. In 
some cases the law attempts to remedy 
the situation through specific language 
reducing the fringes of uncertainty sur­
rounding the general rules. The regula­
tions further attempt to reduce these 
areas of doubt in the taxpayer’s mind. 
Both steps create more certainty, and 
therefore basically simplify the tax 
structure, although they also complicate 
the language of the law and regulations. 
But if the law and regulations fail to 
remove doubt, certainty can be reached 
only by one or a series of judicial de­
cisions and opinions. I think you will 
agree that in practice this is getting 
certainty the hard way.
Attempts in the law or regulations to 
close up loopholes may also create un­
certainty in the minds of those engaged 
in bona fide business transactions. Al­
though some people believe that too 
much attention has been paid to tax 
loopholes, we must recognize that the 
willingness of taxpayers generally to 
comply with the tax law rests on their 
belief in its fairness and equity. At­
tempts to achieve a high degree of 
equity frequently have been miscon­
strued as attempts to reform or penalize 
business. For example, Section 102 may 
appear to be unduly harsh to the few 
corporations caught in its meshes, but 
without such a provision the great ma­
jority of taxpayers would have a legiti­
mate grievance against a tax law which 
permitted a minority to take advantage 
of the corporate form of organization 
to avoid individual taxes.
The suggestion has been made in 
some quarters that the taxpayers’ task 
would be simplified if the government 
should accept the ordinary accounting 
definition of income as the definition 
for tax purposes. In considering this sug­
gestion it must be borne in mind that 
income for tax purposes takes into con­
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sideration factors which would be in­
appropriate in defining income for cer­
tain other purposes. Policy considera­
tions may dictate the exemption or 
partial taxation of some income. More­
over, the amount of income which a 
company makes during the year is not 
an invariable concept. The concept and, 
hence, the amount of income depends 
in part on the purpose for which the 
determination of income is being made. 
Time does not permit a lengthy discus­
sion of the point, but it would appear 
that the requirements of taxation make 
it neither feasible nor desirable to use 
without change for tax purposes in­
come as determined for ordinary ac­
counting purposes.
Conclusion
Simplification of the corporate tax 
structure is one of the objectives of the 
studies of postwar taxation now going 
on in Washington. The Treasury De­
partment some time ago began an ex­
amination of the problems of Federal 
tax revision in the transition and post­
war years. Last June the Congressional 
Joint Committee on Internal Revenue 
Taxation, consisting of ranking mem­
bers of the House Committee on Ways 
and Means and the Senate Finance 
Committee from both parties, asked its 
staff and the Treasury staff to work 
together on a study of postwar taxation 
and report to the Joint Committee. 
This study has been in progress since 
that time and we hope that preliminary 
reports can be made to the Joint Com­
mittee soon. At the present stage less 
attention is being given to technical 
matters than to the basic structure of the 
system. We recently had the pleasure of 
hearing from a committee of this as­
sociation as well as from numerous 
other organizations and persons.
In the past few weeks an advisory 
group of accountants and lawyers has 
been formed to assist the Treasury staff 
in preparing suggestions for technical 
modifications of the law. Not all of the 
technical problems under consideration 
involve simplification but probably 
most of them do. This work is highly 
technical and too much should not be 
expected too soon.
But it should be understood that the 
technical problems are not the hardest 
problems of tax simplification. The 
really hard problem is that almost every 
simplifying change adversely affects 
someone’s interest and will be resisted.
Meantime, groups of taxpayers con­
tinue to press Congress for special pro­
visions to ease real or allegedly exces­
sive burdens in the tax structure. A 
large proportion of the technical com­
plications of the law have stemmed 
from efforts of these groups in the past. 
As long as pressure for changes of this 
sort persist, we can hope for little more 
progress toward simplification than two 
steps forward for every one we slip 
back. Indeed, there is the possibility 
that our progress in this field may be in 
reverse, and that for every step for­
ward we may go two steps back.
The next few years promise to be an 
auspicious time to promote simplifica­
tion in the corporate tax structure. As 
revenue requirements recede, it will be 
possible to make some tax reductions. 
The task of reducing the number of 
taxes and eliminating provisions which 
cause major difficulties will be easier 
after the war when reductions are be­
ing made than during the war when 
revenue requirements are so high.
Tax simplification is a laudable goal 
for tax policy when it is placed in its 
proper perspective among other objec­
tives. Gains from simplification must al­
ways be balanced against any resulting- 
sacrifices of equity or of desirable eco­
nomic effects. As accountants, you are 
familiar with the difficulties encount­
ered under present tax laws. You also 
know that simplicity is a derivative 
problem—one that cannot be discussed 
in isolation. You are well aware that 
problems of tax policy, of eliminating 
hardships, and of plugging up loop­
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holes are responsible for many of the 
complexities in our tax laws. Your sense 
of values does not permit you to place 
simplicity above everything else.
More than perhaps any other group 
faced with handling the tax law and 
applying it to the individual taxpayer, 
you are in a position to know what 
simplification is feasible and possible. 
Many of your recommendations have 
been helpful in the past. We in the 
Treasury, along with other groups in­
terested in postwar tax revision, are 
relying upon you to help resolve the 
complexities in our Federal corporate 
tax structure.
Postulates of a Sound Postwar Corporate 
Tax Structure
By Harry E. Howell, Rhode Island
Chairman, Subcommittee on Research, Committee on Federal Taxation,
American Institute of Accountants
HE PROPER TAXATION of corpo­
 rate earnings is one of the knot­
tiest problems in the field of tax­
ation. The use of the corporate form 
of doing business has been a major fea­
ture of American industrial and eco­
nomic development, and thoughtful 
people all over the country are concen­
trating on designing a corporate tax 
structure which will permit this form 
of business organization to render ef­
fectively its important economic ser­
vice of producing goods and redistri­
buting purchasing power. At the same 
time, they recognize such a tax struc­
ture must not permit the corporate en­
tity to become a means of individual 
tax avoidance of high surtaxes and an 
instrument for the concentration of 
wealth in the hands of a few large in­
vestors through unnecessary tax-free 
corporate accumulations.
Proposals for change have ranged 
from (1) abolition of all corporate taxes 
and the substitution of an undistrib­
uted-profits tax and a small privilege 
tax, (2) taxation of corporations as 
partnerships, (3) the use of the corpora­
tion tax as a withholding agent on dis­
tributed earnings and (4) continuance 
of the present form of corporate normal 
and surtax at reduced rates with provi­
sion for elimination of double taxation 
through full or partial credit to the 
corporation or to the individual for 
taxes paid on dividends, or through in­
clusion of only a certain percentage of 
dividend income in the individual 
stockholder return. Each plan has its 
self-confessed defects.
The solution is not yet available. 
Much careful coordinated study re­
mains to be done. But I would like to 
present four postulates which I believe 
are fundamental to the building of a 
sound corporate tax structure.
(1) The corporate tax structure must rep­
resent the best practical compromise 
between simplicity of concepts and ease 
and economy of compliance and ad­
ministration on the one hand and the 
essentials of a just law, equitably im­
posed and uniformly applied, on the 
other.
(2) The form of taxation of corporate earn­
ings must be fair and equitable in dis­
tributing the tax load in accordance 
with the principle of ability to pay.
(3) The scheme of corporate taxation must 
be designed to restrict no more than is 
unavoidable, the essentials of a sound 
industrial economy; namely, maximum 
consumer purchasing power to encour­
age high levels of production and em­
ployment and adequate reinvestment; 
and it must not cause taxation to un­
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duly outweigh other economic factors 
in making business decisions.
(4) The basic corporate tax structure must 
remain in more or less permanent form 
with rates based on a sound long-range 
tax policy in order to give business that 
confidence to plan for the future and 
enter into long commitments which is 
lacking when tax concepts constantly 
change and rates violently fluctuate.
Let us now consider these postulates 
one by one.
The need for simplicity and econ­
omy in compliance and administration 
has always been recognized as a desir­
able attribute of tax laws. It is particu­
larly important in corporate taxation. 
Business must be able to compute its 
tax free from time-consuming calcula­
tions and heavy compliance expenses 
which could be devoted to productive 
activities. The Treasury must be able 
to collect the tax with relative ease and 
with a minimum of annoyance, contro­
versy and litigation to both the tax­
payer and the government.
The present corporate tax system is 
unduly complex. The corporation faces 
six different taxes involving separate 
computations and elaborate detailed 
administrative provisions and interpre­
tations full of uncertainties. The un­
scientific capital stock tax, the compli­
cated determinations involved in the 
excess-profits tax, and the wide dif­
ferences from customary accounting 
methods in computing taxable income 
are only a few of the examples. The 
continual arguments over the proper 
period for reflecting deductions and 
depreciation allowances are common 
experience.
Although in a complex society such 
as ours a compromise can be the only 
solution to achieve both justice and rel­
ative simplicity and this necessitates 
reworking the entire revenue law, 
unnecessary complications could be 
avoided even under the existing struc­
ture. Your committee on federal tax­
ation has, for example, adopted a 
recommendation that federal corpora­
tion taxes should be consolidated to 
constitute elements of a single tax. Con­
sideration has also been given to 
eliminating disallowances where the 
taxpayer uses Internal Revenue De­
partment rates or less and permitting 
an agreement in advance for a de­
preciation rate not so covered in order 
to stop continual depreciation adjust­
ments. Mr. Melvoin in his address has 
referred to a suggestion made by Col. 
Robert H. Montgomery proposing leg­
islation to clarify the treatment of pre­
paid income.
Let us not be too naive in this matter 
of simplicity. Dr. Adams of Yale said 
some seventeen years ago, “The moral­
ist calls for just taxes, but taxes cannot 
be just. The administrator asks for 
simple taxes, but experience shows they 
cannot simply be simple. The business 
man demands practical taxes, but finan­
cial history proves that it is imprac­
ticable to make them merely practical.” 
There are altogether too many factors 
to be resolved to leave us with any­
thing but a compromise.
I have specifically omitted a demand 
for simplicity in the law and regula­
tions because, since our philosophy of 
government precludes the granting of 
broad powers to public officials to set­
tle disputes arising from the applica­
tion of the statute, as is done in Great 
Britain, we can only hope to achieve 
simplicity and economy in compliance 
and administration if the law and 
regulations are detailed and specific 
enough to give precision in place of 
uncertainty. I do not, however, defend 
the obscurity of sentence construction.
Turning to the second postulate—the 
fair and equitable distribution of the 
burden of taxation has long been recog­
nized as a major objective in tax legis­
lation. This principle has come to be 
related closely to the ability-to-pay 
theory and the resulting use of progres­
sive taxation.
Specifically as this postulate relates 
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to corporate taxation it means cor­
porate earnings should bear their fair 
share of the total tax load and at the 
same time be taxed fairly once and only 
once. The present system of double 
taxation under which the corporation 
pays a normal and surtax on net earn­
ings and the stockholder pays a normal 
and surtax on dividends he receives 
(except for public utilities which were 
given a credit under the 1942 Act 
against the surtax for preferred divi­
dends paid), embodies serious inequi­
ties. It discriminates against the small 
stockholder who is taxed at the cor­
porate level without regard to progres­
sive rates. It represents a serious de­
terrent to the use of equity financing 
since fixed charges are deductible for 
corporate tax purposes and conse­
quently it places the small enterprise at 
a disadvantage in raising equity capi­
tal, and it may make the use of the cor­
porate form uneconomic from a tax 
standpoint.
The actual incidence of corporate 
taxes is obscure and accordingly diffi­
cult to appraise. Many believe they 
are borne by stockholders in reduced 
returns on their investments. If such is 
the case, it places two taxes on this type 
of income as compared to only one tax 
on other types of income derived from 
salaries, rent, interest, etc. Other busi­
nessmen and theorists believe (although 
usually not able to demonstrate) that 
they are a cost of production or distri­
bution in which event they bring about 
lower wages to employees or the burden 
is shifted to the consumer in the form 
of higher prices. In that case the argu­
ment of double taxation largely disap­
pears—but then the tax restricts con­
sumption as would a sales tax. It is 
argued that as intangible entities cor­
porations cannot bear taxes and one of 
these effects or a combination of the 
three must result. Many, therefore, con­
clude that corporate taxes should be 
abolished and chief reliance placed on 
the graduated individual income tax.
Such an attempt was made in 1936 
when the President proposed that cor­
porate taxes be eliminated and an un­
distributed-profits tax be enacted as a 
corollary of the individual income tax. 
The House adopted this recommenda­
tion but the Senate retained the cor­
porate income tax and added the un­
distributed-profits tax. It was thus made 
unworkable and the stigma attached to 
the undistributed-profits tax has re­
mained despite the fact that the orig­
inal and present proposals would sub­
stitute an undistributed-profits tax for 
all corporate taxes and not impose it 
as an addition to the present struc­
ture. It is claimed that such a system 
(1) would be simple, (2) would avoid 
double taxation, (3) would tax the in­
dividual equitably at his income level, 
(4) would give the stockholder some 
control of the earnings and permit in­
tentional reinvestment, and (5) would 
reduce tax considerations to minor fac­
tors in business decisions. It would be 
unfortunate indeed if the early misun­
derstanding of the nature and use of 
the undistributed-profits tax theory 
should deny it very careful considera­
tion as a possible solution of the prob­
lem of designing a sound corporate tax 
scheme.
Other writers and groups have con­
cluded that an equitable solution lies 
not in the repeal of corporate taxes, 
but in the establishment of a system 
which will eliminate the double taxa­
tion of dividends. These proposals have 
included the suggestion that a single 
normal tax applicable to both corpora­
tions and individuals be enacted and 
collected at the source of corporate 
earnings, or that the present structure 
be continued and a dividend paid 
credit be given in full or in part either 
at the individual or at the corporate 
level; or that the individual be per­
mitted to exclude a portion of divi­
dends from his gross income.
In the prospective redesign of the 
corporate tax structure each of these 
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various proposals which endeavor to 
achieve equitable distribution of the 
total tax burden must be carefully 
studied in order that corporate earn­
ings may be taxed in the fairest man­
ner possible.
The third postulate, which calls for 
the enactment of a corporate tax struc­
ture which will offer minimum inter­
ference to the attainment by industry 
of high levels of production and em­
ployment, is receiving national atten­
tion as one aspect of the problem of 
speedy transition to a peacetime econ­
omy.
The vastly increased productive ca­
pacity, the new inventions and im­
provements in many fields, the large 
pent-up consumer demands for a wide 
range of products and the large num­
ber of employable people—all these 
open inviting fields for industrial in­
itiative. It cannot be claimed that high 
and complicated taxes are the only 
obstacle to full peacetime prosperity— 
we could indeed look forward optimis­
tically to the difficult days ahead if the 
correlation of tax rates and levels of 
prosperity could be proved. But in or­
der to enable business to meet the prob­
lems ahead and to maintain high levels 
of production and distribution, the 
corporate tax structure, which has a 
recognized major effect on business ac­
tivity, must be formulated to support 
purchasing power so as to utilize to the 
fullest extent existing facilities and to 
encourage investment and reinvestment 
for development, expansion and growth 
of the industrial plant so as to achieve 
and maintain a high standard of living.
Tax considerations have become a 
conclusive factor in business decisions 
which should rather have been made 
upon such factors as the needs of the 
industry, efficiency, initiative and busi­
ness judgment. Businessmen have to 
weigh the advantages of the use of the 
corporate form against the high tax cost 
and many chose partnerships and indi­
vidual proprietorships. The form of 
capitalization has to be considered not 
only from the point of view of eco­
nomic desirability, but with a view to 
the fact that bond interest payments 
are deductible for income tax purposes 
whereas dividend payments are not. 
Therefore, although the Securities and 
Exchange Commission and the Inter­
state Commerce Commission call for 
reduction of bonded debt, recognizing 
that unsound capital structures result 
from unbalanced financing, the tax law 
encourages bond financing.
Although there are other causes for 
the lack of risk-capital, notably the vast 
aggregations of “effeminate” money in 
the hands of those who, being in a sort 
of fiduciary capacity, must invest pri­
marily with regard to safety of princi­
pal, it is a fact that the tax laws have 
placed common stock at a disadvantage 
in competing with other securities and 
investors willing to take risks have been 
discouraged from investing in risk-tak­
ing ventures because of the lack of a 
sufficient differential in the return and 
parity treatment of losses. Removal of 
these tax restrictions and inequities on 
business operation and investment and 
the establishment of a corporate tax 
structure which will not deter business 
growth, new ventures, and risk-taking 
capital are the immediate objectives of 
recent postwar tax plans. Although the 
tax law cannot be entirely neutral in 
its effect on the economic system, it is 
necessary to reduce tax considerations 
to a minimum in controlling business 
decisions if the normal economic fac­
tors of supply and demand, ingenuity, 
initiative, risk-taking and enterprise are 
to operate.
As a corollary so-called “incentive 
taxation” plans which seek to give re­
lief to small business, to veterans’ busi­
ness, to those employing more people, 
to those putting in more equipment, 
and many others similarly motivated 
obscure the issues, pamper free enter­
prise, take the risk out of risk-taking, 
clutter up the tax law, create adminis­
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trative difficulties and succeed only in 
inequitably distributing the tax bur­
den. Under a sound and equitable tax 
system such subsidies or penalties 
should be unnecessary.
The need of immediate revision is 
urgent to facilitate business reconver­
sion to a prosperous peacetime econ­
omy. The committee on federal, taxa­
tion of the American Institute of Ac­
countants has prepared a six-point pro­
gram which is recommended to your 
studied attention.
It is the belief of the committee that 
these proposals within the framework 
of the existing tax structure will aid 
business in the immediate postwar pe­
riod. However, the committee indi­
cates that this does not represent the 
desired long-range, complete, well-de­
fined corporate tax structure. This 
must necessarily await formulation un­
til careful study and appraisal can be 
given to the whole problem of taxation.
This brings us to the fourth postu­
late; that the corporate tax structure 
must be established in permanent form 
with rates established by a long-range 
policy and plan of government expen­
diture and revenue raising.
Lack of confidence in future tax poli­
cies hinders the formulation of cor­
porate policies, hampers production and 
business growth and acts as a serious 
obstacle to the prosperity of the coun­
try. The uncertainty of existing law 
and the frequent changes in the law 
and the regulations subject today’s de­
cisions to the hazard of the effect of 
subsequent tax changes.
The development of a rational long- 
range corporate tax program is not a 
job which can be done in a week or a 
month. It involves over-all simplifica­
tion, integration and coordination. The 
rationale of the corporate tax, its inci­
dence, and relation to the individual 
income tax must be analyzed and a de­
cision made as to the most desirable 
and equitable method of distributing 
the tax burden.
The four postulates here stated are 
those given in more general form by 
Adam Smith, 168 years ago. You may 
well ask why by this time tax legisla­
tion has not been put in permanent and 
acceptable form. The answer is that 
this is a changing world and a dynamic 
society and taxation must be adapted 
to conform to the needs of the times. 
But at this time we have reached a peak 
of turbulence and obscurity and steps 
can be taken to give relative stability, 
clarity and permanency for a reason­
able length of time.
The question is: How to get the job 
done?
In the opinion of the American In­
stitute of Accountants and the Ameri­
can Bar Association, and of many other 
leading groups including the National 
Association of Cost Accountants, the 
National Association of Credit Men, 
and the New York State Chamber of 
Commerce, this long-range objective 
can best be achieved through the cre­
ation of a qualified non-partisan com­
mission specifically delegated to under­
take the comprehensive task urged in 
the resolution adopted by the Institute 
at its annual meeting a year ago. With­
out the work of such a commission, 
piecemeal tax revisions will likely con­
tinue to be the fate of the tax structure.
Our idea of this commission recog­
nizes that there is no lack of economic 
research, of technical skill and of sound 
tax knowledge. Nor is there any failure 
to recognize the efforts of the personnel 
and expert staffs of the House Ways 
and Means Committee, the Senate Fi­
nance Committee, Joint Committee on 
Internal Revenue Taxation, the Trea­
sury and the Bureau of Internal Rev­
enue and cooperating advisors. But the 
task is great, time is pressing and the 
struggle has descended to the level 
of self-interest, partisanship and advo­
cacy of special interests.
In Great Britain, Royal Commissions 
have served admirably to resolve, in the 
public interest, complex problems and 
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conflicting interests. It is believed that 
a commission similarly constituted, 
with clear authority to do the job, ade­
quately representative, and composed 
of public-spirited men of the highest 
qualifications who can command the at­
tention and respect of the country, is 
the most effective organization for re­
ceiving all of the proposals, weighing 
them, adding their own research, and 
resolving them into a coordinated plan 
fitted to the interests of the country as 
a whole, which the House Ways and 
Means Committee might accept and 
recommend to Congress as the basis for 
sound tax legislation.
The duties of this commission as set 
out in the resolution would be “to 
write a simple Revenue law which will 
express a permanent and consistent 
policy of federal taxation.”
A sound corporate tax plan must be 
an integrated part of the whole plan 
of taxation. If it is to be achieved, and 
if we are to restrict the procession of 
uncertainties, changes, fluctuations and 
improvisations, such a commission 
should be appointed immediately.
A Few Comments on and Experiences with
The Administration of Relief Claims
Filed Under the Provisions of Section 722 of the Internal Revenue Code
By Thomas J. Dolan, Ohio
Member, American Institute of Accountants
THE enactment of Section 722 of 
 the Internal Revenue Code was 
  an innovation in tax legislation, 
for its intent and purpose was to recog­
nize and provide relief for taxpayers on 
an individual basis. Had the excess­
profits tax laws for confiscation of war 
profits been left off the statute books, 
there would have been no need for Sec­
tion 722. Congress, however, foresaw the 
difficulty not only of determining and 
distinguishing between normal profits 
and excessive war profits, but also the 
inequitable results which might prevail 
if some relief provisions were not put 
into effect so that normal income could 
be fairly ascertained and only excessive 
profits confiscated through the excess­
profits tax laws.
When considering this legislation, 
Congress recognized the difficulties that 
would be encountered in the adminis­
tration of such a law, as is evidenced by 
the comments contained in its report 
(House Report No. 146, 77th Congress, 
First Session), in which appears the fol­
lowing:
“The success or failure of legislation of 
this type depends, to a considerable degree, 
upon its intelligent and sympathetic ad­
ministration. Through its confidence in the 
experience and ability of the officials of the 
Treasury Department and the Bureau of In­
ternal Revenue, your committee recom­
mend the present flexible and broad legis­
lation as the most satisfactory method of 
meeting the contingencies that will arise.”
In the same report it was also stated: 
“To be effective, the provision (general 
relief provision) must be elastic and as 
flexible as administrative demands will 
allow.”
Congress expected unreasonable 
claims and attempts on the part of some 
taxpayers to obtain relief in non-meri­
torious cases, and for that reason, as is 
stated elsewhere in the committee re­
port, safeguards were taken to prevent 
abuses, as, for example, placing the bur­
den upon the taxpayer to establish the 
abnormality of its experience during 
the base period. Many restrictive pro­
visions were included in the law with 
the result that the committee believed,
119
Federal Corporate Taxation
with such safeguards and restrictions, 
while broad and general in nature, the 
relief provisions were adequate to satis­
factorily alleviate hardships due to ab­
normal conditions which actually ex­
isted in the base period and at the 
same time prevent abuses.
It is apparent that Congress antici­
pated many difficulties would be en­
countered in the administration of the 
relief section of the Code and more or 
less passed the burden of interpretation 
to the Commissioner of Internal Rev­
enue. The Commissioner likewise recog­
nized the complexities of the situation 
when drafting his regulations, for he 
did little more than restate the law and 
quote excerpts from the reports of the 
committee.
Much has been published regarding 
this section of the Code and taxpayers’ 
possibilities thereunder, but all such in­
formation has, like the statute and the 
regulations, been written in general 
terms. Even those articles which defined 
specific procedures to be adopted in the 
preparation and handling of claims, in­
cluding in some instances detailed 
statements of the type of evidence ex­
pected to be required by the Commis­
sioner, leave much to be desired. Prob­
ably not much can be accomplished in 
this respect until such time as cases have 
been tried before the courts.
In conferences with revenue agents, 
conferees in the offices of revenue 
agents in charge and with representa­
tives of the technical staff, one gets the 
impression that it is virtually impossible 
to supply evidence sufficient to satisfy 
these Bureau representatives. The im­
pression is also gained that there is a 
reluctance on the part of said represen­
tatives to be the first, so to speak, to 
approve claims which, of necessity, con­
tain many generalities. Conferences 
may convince you that you have satis­
fied an examiner and his superior or 
reviewer with the merits of your con­
tentions, however, more frequently 
than not, in the case of valid claims, the 
expression of the examining officer is— 
“You are entitled to relief under Section 
722, but the problem is—how much.” 
Apparently settlement of these claims 
could be expedited materially if the ex­
aminers, conferees and technical staff 
representatives had case histories be­
fore them for review and application. 
Such a desired result is, of course, im­
possible at the present time, conse­
quently the process of administering 
these claims is extremely slow.
Many cases are discussed in meetings 
of accountants, all with a bit of reluc­
tance, and many practitioners report 
the actual settlement of relief claims 
and the receipt of refunds by their 
clients. There is some question in my 
mind as to whether these general state­
ments are accurate, except in nuisance 
or settlement cases; that is, cases where 
other issues are involved which trans­
cend the importance of the relief claims, 
and I believe it is fair to state that in 
Ohio, Michigan and Indiana, the atti­
tude of the Bureau in the disposition of 
these claims, is, to say the least, one of 
extreme caution, much deliberation and 
indecision, with very few claims actu­
ally settled. The complaint of examin­
ers and conferees in almost every case 
is, at least after review by superior or 
review officers in the Bureau, that in­
sufficient evidence has been presented 
to allow the claim as filed, or as origi­
nally compromised in the field with the 
examiner. In very few instances can or 
will the Bureau representatives state 
specifically what additional evidence is 
desired, and in those cases where specific 
requests are made, it is usually impossi­
ble to comply. Such impossibility is, I 
believe, recognized by the conferees at 
the time of making the request, and, of 
course, while the evidence requested 
would be most desirable, the inability 
to produce it makes it appear that the 
taxpayer and its representatives have 
been negligent, or at least, not diligent 
in their presentation of facts. Formal 
records in the files of the Bureau, were 
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they to be reviewed by a Congressional 
committee, would indicate, I am sure, 
that most disallowances of valid claims 
were made because of the lack of evi­
dence which, on the other hand, it is 
impossible for taxpayers to produce.
From the standpoint of the Commis­
sioner, he cannot readily be criticized 
for disallowing claims with insufficient 
evidence, when it is clearly the intent 
of Congress to place the burden upon 
the taxpayer to establish the amount of 
relief to which it is entitled. On the 
other hand, it was the intent of Con­
gress that the Commissioner be sympa­
thetic and reasonable in his demands 
for evidence, and unless such an atti­
tude permeates the field and conference 
rooms of the Commissioner, the bene­
fits to taxpayers intended by Congress 
when Section 722 was enacted, will not 
be forthcoming, and many disastrous 
results will follow.
In fairness to the Commissioner, it 
should be stated that no doubt there 
were many relief claims filed which 
should not have been filed. Some of 
these improper claims may not be recog­
nizable upon cursory examination, but 
most of them should be detected by the 
experienced conferees and technical 
representatives of the Bureau after they 
have passed the field examiners. There 
is no quarrel with the disallowance of 
these claims, even though individual 
taxpayers may feel that they have been 
unfairly treated. I do appeal to the 
Commissioner, however, to more realis­
tically ascertain the intent of Congress 
and afford relief to taxpayers who show 
that they are entitled to it and present 
a reasonable basis for making the 
mathematical computation.
For the purpose of this article, I have 
selected three cases, which, in my opin­
ion, constitute fair claims, with suffi­
cient evidence to have anticipated a rea­
sonably prompt disposition by the 
Bureau upon examination. These cases 
have been examined, but they have by 
no means been disposed of to the point 
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of realization by the taxpayer, and it is 
hoped that subsequent statements will 
tend to corroborate the views expressed 
hereinbefore; namely, that there is un­
reasonable delay, hesitancy, indecision 
and an apparent lack of awareness of 
the real intent of Congress on the part 
of the Bureau, and last but by no means 
least, a not too sympathetic administra­
tion of these claims.
Case No. 1
This case involves a corporation or­
ganized during the year 1924 and en­
gaged in the manufacture of friction 
materials, its chief peacetime product 
being asbestos brake lining for the 
automotive industry.
Following an initial period of devel­
opment of approximately three years, 
the company realized substantial profits 
in all years up to and including 1935, 
the average annual earnings being in 
excess of $200,000.
In the early part of 1936, this tax­
payer gave recognition to a change de­
sired by its customers and proceeded to 
develop and manufacture a moulded 
type brake lining as distinguished from 
one made of woven asbestos cloth. At 
the time, however, the company was not 
equipped to produce this new type 
product. Thus, a major market was 
temporarily closed to it, which was sub­
stantial, in that more than 75 per cent 
of its production went to one customer. 
A portion of this loss of original equip­
ment business was offset by increased 
replacement business, but these latter 
sales were made at a considerably re­
duced margin of profit. Conversion of 
the company’s facilities to the produc­
tion of moulded linings necessitated the 
purchase and installation of approxi­
mately $300,000 of new equipment, the 
revision of operating methods and the 
retraining of workers. The complete 
change was not accomplished until
1939.
During the base period and because 
of the change in products, the company 
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experienced in its organizational setup 
difficulties which resulted in two com­
plete changes in top executive per­
sonnel.
As a direct result of the above fac­
tors, the company’s earnings fell from 
the previous average of approximately 
$200,000 annual profits to approxi­
mately $10,000 a year for the base 
period years of 1936, 1937, 1938 and
1939. Having an excess-profits tax credit 
of approximately $60,000 based upon 
invested capital, the company filed its 
excess-profits tax returns for the years
1940, 1941 and 1942 using such credit, 
and paid excess-profits taxes aggregat­
ing in excess of $100,000, inasmuch 
as annual profits for these three years 
averaged $140,000.
Claim for relief under Section 722 
was filed and refund of the full amount 
of excess-profits taxes paid was asked. 
The bases for this relief claim were the 
occurrence of an unusual economic 
event (Section 722(b)(2)) in the loss of 
the original equipment brake lining 
business, due to the manufacturer’s de­
manded change from woven to moulded 
linings, and, changes in the character 
of the business (Section 722(b)(4)) due 
to the conversion of operations and fa­
cilities to production of moulded lin­
ings and due to the changes in operat­
ing policies accompanying the changes 
in top executive personnel. Normal 
base period annual earnings were re­
constructed as being equal to the aver­
age annual earnings of the corporation 
for the nine-year period from 1927 to 
1935, or $200,000.
Upon examination of the claim, the 
examining officer who was a member 
of the special committee of three ap­
pointed for the State of Indiana to re­
view these claims, challenged the va­
lidity of the entire claim under Section 
722(b)(2) upon the premise that the 
loss of the original equipment market 
for woven brake linings was not an un­
usual economic event but rather an or­
dinary event normally occurring in the 
development and experience of indus­
try. He also challenged the claim un­
der Section 722(b)(4) upon the premise 
that the change from a woven to a 
moulded type brake lining was not a 
change in the character of the product 
but merely a technological develop­
ment. He stated that the change in fa­
cilities and capacity for production ac­
companying the conversion from woven 
to moulded products was not sufficiently 
significant to constitute a change in the 
character of the business and that the 
changes in operating and sales policies 
accompanying the changes in manage­
ment did not in any way change the 
character of the business.
After several conferences in the field 
and review by the field officer with his 
superiors, the examiner changed his 
position and took one totally incon­
sistent with his previous contentions. 
He then held that since the character of 
the business of the taxpayer during the 
base period was changed from that in 
which it was engaged prior to 1936, the 
average annual earnings realized dur­
ing the period from 1927 to 1935 did 
not represent normal earnings, and 
that the earnings in those years had no 
significance or relation whatsoever to 
what constituted normal earnings for 
the base period years, because the prod­
uct was different. By way of additional 
evidence, company financial reports for 
all years of the corporate existence were 
filled, association statistics submitted, 
engineering reports on the changes in 
equipment and the uses to which new 
equipment might be put as compared 
with the old thoroughly explained, the 
minutes of the corporation furnished 
confirming evidence of the changes in 
management, and yet the examiner was 
not satisfied. He insisted upon receiv­
ing a supplemental memorandum spe­
cifically answering his list of objections 
and setting forth additional data to in­
dicate whether or not the company’s 
relative position in the industry for 
nine years prior to the base period and
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all years subsequent to the base period 
would have been maintained had the 
facilities and personnel been capable of 
producing the new product during the 
base period. Conferences subsequent to 
the submission of this additional data 
have brought forth the usual statement 
indicated above, namely, “You are en­
titled to relief, but the question is—how 
much.” Subsequent conferences have 
also brought forth the comment, “There 
is insufficient evidence to support the 
fact that you could have maintained 
your position in the industry had you 
made the change at some other time. 
There is insufficient evidence to sup­
port the contention that the change from 
one product to the other was not merely 
technical, and that the change in poli­
cies by the management and personnel 
produced or would have produced prof­
its comparable to those experienced 
prior to the base period.”
It has been nine months since the 
supplemental data requested was sub­
mitted, and no agreement has yet been 
reached. A suggested compromise of 50 
per cent of the amount of the claim was 
not accepted by the taxpayer and, ap­
parently, considerable additional time 
will elapse and the Bureau will have 
developed case histories to a sufficient 
extent to guide the conferees before 
this taxpayer, who urgently needs the 
relief, can obtain it.
Case No. 2
This taxpayer corporation was or­
ganized under the laws of the State of 
Ohio on July 1, 1937, at which time it 
purchased the net assets of a bankrupt 
shoe manufacturing company. Opera­
tions were commenced in the plant oc­
cupied by the predecessor company, but 
it soon became evident that it was not 
suitable for efficient manufacturing op­
erations. It was also found that a ma­
jority of the skilled workers of the 
predecessor company had obtained po­
sitions elsewhere during the period that 
the plant had been idle and that much 
of the machinery had been damaged in 
the Ohio River flood of 1937.
As a consequence of these conditions, 
the corporation’s operations for a con­
siderable portion of the base period 
were curtailed, and it was not until a 
new plant was acquired and operations 
moved to another city during 1939 that 
this taxpayer began to develop normal 
efficiency of operation and was able to 
place itself in a competitive position in 
the shoe manufacturing industry. The 
company continued to prosper, increas­
ing its efficiency and the profitableness 
of its operations. For the fiscal year 
ended June 30, 1939 the company real­
ized a net profit of two percent on sales. 
Profits increased to five per cent for the 
year 1940, to seven per cent for 1941 
and to eight and one-half per cent for 
1942. The company’s 1939 sales repre­
sented less than one-tenth of one. per 
cent of the industry’s national sales, 
while for the fiscal year ended June 30, 
1942, approximately two-tenths of one 
per cent of the total industry’s business 
was obtained.
A relief claim under the provisions 
of Section 722(b)(4) was filed and the 
benefits of two years added base period 
experience attributed to the taxpayer, 
reconstructed base period net income 
being computed, by ascribing to this 
taxpayer approximately two-tenths of 
one per cent of the total shoe indus­
try’s sales for each base period year, net 
income being computed on the basis of 
eight and one-half per cent of such re­
constructed sales. As a result of this 
calculation, an excess-profits tax credit 
of approximately $100,000 was claimed 
as compared with the credit of $29,000 
to which the taxpayer was entitled 
without benefit of Section 722.
Upon examination of this claim, the 
Bureau again recognized the taxpayer’s 
right to relief, but again raised the 
question “how much?” After several 
conferences it was proposed that a con­
siderably lesser reconstructive base pe­
riod net income, purportedly based 
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upon comparisons of operations of com­
petitors, be accepted by the taxpayer. 
Additional conferences followed, and a 
compromise finally suggested based 
upon the allowance of a constructive 
excess-profits credit of thirty-three and 
one-third per cent less than that 
claimed.
The taxpayer tentatively accepted 
this compromise in order to expedite 
the handling of its relief claim, but the 
case is resting in Washington with 
thousands of others, and no idea as to 
the date of its ultimate review can be 
obtained. A recent inquiry indicates 
that it may be many months before 
final review, and of course, there is yet 
no assurance of final acceptance in 
Washington and ultimate relief to the 
taxpayer.
Case No. 3
This involves a corporation organ­
ized in the year 1932 and engaged in 
the operation of a sugar beet refinery.
During the eight years of its opera­
tions prior to the beginning of the ex- 
cess-profits tax years, the corporation 
realized an average annual profit of 
$80,000 per year, and its average an­
nual income for the first three excess­
profits tax years was likewise $80,000.
Due to the failure of the 1937 crop 
of sugar beets, subnormal sugar prices 
in the years 1938 and 1939, and to a 
loss sustained in the operation of an 
alfalfa mill which was started in 1937 
and abandoned before the end of the 
base period, this taxpayer’s base period 
operations reflected an average annual 
profit of but $25,000.
Claim for relief under Section 722 
was filed upon the premise (1) that the 
failure of the 1937 sugar beet crop was 
an unusual event which diminished 
normal operations (Section 722(b)(1));
(2) that the subnormal prices of sugar 
prevailing in 1938 and 1939 was due 
to temporary economic circumstances 
unusual for both the taxpayer and the 
sugar beet industry (Section 722 (b) (2));
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(3) that the taxpayer and the industry 
are subject to sporadic periods of 
high production and profits and that no 
such period occurred during the base 
period (Section 722(b)(3)(2)); and (4) 
that the commencement and abandon­
ment of the alfalfa mill operations dur­
ing the base period constituted a change 
in the character of the business (Sec­
tion 722 (b) (4)).
Normal earnings and constructive 
base period net income were claimed 
to be $98,000 per year, which rep­
resented the average annual earnings 
realized by the taxpayer throughout all 
the years of its existence from 1932 to 
1942, omitting only the years 1937, 1938 
and 1939,
Upon examination of this claim, the 
examining officer agreed that the tax­
payer was entitled to relief and rec­
ommended the allowance of a construc­
tive base period net income of 
$80,000, being the average annual 
earnings of the corporation from incep­
tion to the end of its base period. Upon 
review of the examiner’s recommenda­
tions, the internal revenue agent in 
charge neither accepted nor rejected 
the agent’s findings, but forwarded the 
case to the Commissioner’s office in 
Washington for further review and 
comment. After the lapse of consider­
able time, the examining officer was 
advised that neither the taxpayer’s 
claims nor his field report contained 
sufficient evidence to support the relief 
claimed or recommended, and he was 
instructed to have the taxpayer furnish 
a great volume of additional evidence 
as proof of its contentions. It is the 
opinion of the taxpayer and its counsel 
that the evidence requested cannot be 
submitted as it is impossible to supply 
more accurate data than has already 
been furnished. The Commissioner, 
through his representatives, is unwill­
ing to make any allowance in the ab­
sence of this additional evidence, and 
desires the taxpayer either to furnish 
the evidence or withdraw the claim.
Case Relief Under 
Conferences have recently been held in 
connection with this case and the tax­
payer is presently of the mind to with­
draw the claim rather than to continue 
what is considered by its officers to be 
unsatisfactory handling by the Com­
missioner.
Conclusion
Unless the Commissioner can be pre­
vailed upon to
(1) expedite the handling of claims,
(2) be reasonable in his demands for 
evidence by recognizing the fact 
that taxpayers are constructing a 
hypothetical base period net in­
come as if events had transpired in 
that period even though such was 
not the case, and the reconstructed 
net income is not, therefore, in 
many cases, provable by documen­
tary evidence in the ordinary sense 
that would be expected in a trial 
before a court on a closed and com­
pleted transaction,
(3) consider the Statute and the intent 
of Congress as it is expressed rather 
the Relief Provisions
than attempt to adjust cases on the 
basis of a lifetime experience of a 
taxpayer,
(4) assume the responsibility given him 
by Congress as referred to in the 
House Report and establish some 
precedents without court action 
much the same as he does in nor­
mal cases,
(5) expedite the actual certification of 
at least the small claims under 
$75,000 payment of which are 
undoubtedly more urgently needed 
by taxpayers than those of larger 
amounts, and
(6) reach some conclusion with respect 
to those cases involving more than 
$75,000 so that they may be expe­
dited and considered by the Joint 
Committee,
the administration of this section of the 
Internal Revenue Code will not have 
been carried out as Congress intended 
and industry will not obtain the relief 
benefits to which it is legally entitled.
Case Relief Under the Relief Provisions
By James J. Mahon, Pennsylvania
Member, American Institute of Accountants
W
hen, in 1942, Congress revised 
and broadened Section 722 of 
the Internal Revenue Code 
there was great conjecture as to the ex­
tent to which this provision could oper­
ate in granting excess-profits tax refunds 
to corporate taxpayers. It was felt by 
some that Section 722 offered an ex­
tremely fertile field and its application 
would probably result in the refunding 
of many millions of dollars to corporate 
taxpayers. Others believed that the sec­
tion could only apply to the most un­
usual and the rarest of cases and that 
the number of successful claimants and 
the amounts refunded would probably 
be extremely limited. Since October 21, 
1942, the date of enactment of the 1942 
Act, we have had exactly two years to 
observe the possible extent of the opera­
tion of the section. The purpose of this 
discussion today is to attempt to ascer­
tain from the collective experience of 
the panel members and their firms the 
probable policy of the Treasury De­
partment with reference to Section 722 
claims and the ultimate disposition 
thereof. It is not to be considered in the 
nature of a post-mortem—it is too early 
for that but just an honest attempt to 
decide whether the patient has an even 
chance to survive. Let us consider for a 
moment those fundamental elements 
that have a most important bearing on 
the subject.
First of all, when Congress enacted 
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and amended the excess-profits tax act 
it incorporated therein a number of 
other, let’s say “arithmetical” relief pro­
visions, the availability of most of which 
are not dependent upon the discretion 
of the Commissioner of Internal Rev­
enue. Among these are the “growth” 
provision, the substitution of 75 per 
cent of the average earnings of the three 
highest base period years for the earn­
ings of the lowest base period year, the 
restoration to taxable income during 
the base period of abnormal deductions 
allowed during those years, the ignoring 
of capital gains or gains on the disposi­
tion of depreciable assets held for over 
six months, the exclusion from excess­
profits net income of income from ex­
cess output of certain mining compa­
nies, of income from certain installment 
sales and of income from long-term con­
tracts and probably most important of 
all, the 80 per cent over-all limitation 
factor upon income and excess-profits 
taxes. There was also provided Section 
721 relating to the exclusion of certain 
abnormal income in excess-profits tax 
years and subsections 711 (j) and (k) re­
lating to the adding back to base period 
net income of certain classes of abnor­
mal deductions. While the application 
of these latter two provisions is prob­
ably not as susceptible to a simple arith­
metical determination as those previ­
ously mentioned, they are nevertheless 
a more “tangible” form of relief than 
Section 722. Despite the presence of all 
of the foregoing, it was felt that there 
probably would still exist some few cor­
porations against which the excess-prof­
its tax would operate in an excessive 
and discriminatory manner. Congress 
therefore provided Section 722 to alle­
viate the undue hardships suffered in 
these relatively few cases.
Are we to conclude that by reason 
of the broad wording of Section 722, 
Congress intended it to be a universal 
exception to the other provisions of the 
excess-profits tax act? It is doubtful that 
either the Treasury Department or our­
selves were ever that naive. One official 
specializing in the handling of relief 
claims probably expressed the Trea­
sury’s interpretation of Congress’s in­
tent by saying that in order for a cor­
porate taxpayer to qualify for relief it 
must not only be “bruised” by the im­
pact of the tax; it must be literally 
“bleeding to death!”
The second element that has a bear­
ing upon the possible outcome of the 
relief claim situation is the inherent 
difficulty of proof. In most cases the 
claimant is faced with the burden of 
proving not only that it has been badly 
hurt by having been subjected to an 
excessive and discriminatory tax but it 
must also prove the extent of such in­
jury. This involves proving to the sat­
isfaction of the Treasury, first, that what 
did happen in the base period would 
not have happened if conditions had 
been different and secondly, proving 
what would have happened under the 
assumed conditions. And gentlemen, 
that doesn’t mean proving what may 
have happened or what could have hap­
pened, but rather what would have 
happened.
It is not difficult to imagine the con­
servatism and caution with which the 
Commissioner of Internal Revenue has 
approached the task of dealing with 
Section 722 claims. While he is required 
to exercise reasonable discretion, he is 
faced with the administration of a law 
which, if measured by the apparent in­
tent of Congress, has a fairly limited 
application but if measured by the 
wording of the law itself has a broad 
application.
Because of these factors the Section 
722 relief situation has reached a pe­
culiar impasse. Corporate taxpayers 
tending to possess even the slightest 
qualification for eligibility under the 
Section have been literally forced to 
file relief claims simply because in view 
of the uncertainty of application they 
could not afford to miss an opportu­
nity for tax savings no matter how re­
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mote the possibility. On the other hand, 
the Treasury has been forced to act 
unfavorably upon claims because it sim­
ply could not afford to allow them. 
Let us look for a moment at the Trea­
sury’s treatment of claims.
First of all, it appears that the policy 
of the several revenue districts is uni­
form throughout the country. Gener­
ally, the claims are reviewed by com­
mittees or groups of agents specializing 
in this particular work. They analyze 
each claim, make suggestions for addi­
tional data necessary before the claim 
can be acted upon, and make their 
recommendations as to the disposition 
of the claim. All of this data is made 
available to the revenue agent to 
whom the examination of the claim is 
entrusted.
In general, the attitude of the Trea­
sury in dealing with relief claims has 
been most courteous, patient and con­
siderate. However, very few actual re­
funds have so far been made. In cases 
in which tentative claims have been 
filed the Treasury has granted ample 
time for the submission of the complete 
information necessary for qualifying 
the claimant for relief and for the de­
termination of the amount of relief. In 
cases in which it appears that the data 
will not be forthcoming for some time, 
the Treasury is recommending the with­
drawal of the tentative claims without 
prejudicing the right of the claimant 
to file a new claim within the statutory 
period. In very, very few cases in which 
complete data has been submitted has 
the Treasury appeared at all satisfied 
with the information submitted. It has 
invariably requested more and better 
data, particularly with reference to the 
establishing of the constructive base pe­
riod net income.
Among the principal types of addi­
tional data requested by the Treasury 
are the following:
(1) As to the alleged change in the char­
acter of the business:
(a) Actual productive capacity of 
the plant in each of the base pe­
riod years
(b) Trade customs and practices to 
demonstrate that an essential 
difference in the products or 
business has occurred
(c) Sales volume by units and dol­
lars from date of change in the 
character of the business
(2) As to existence of additional de­
mand for the company’s products 
in the base period:
(a) Market analyses of future pros­
pects of taxpayer’s business un­
der normal conditions reason­
ably ascertainable at end of 
base period
(b) Analysis of sales after 1939 by 
end uses to show extent to 
which sales volume has bene­
fited from the war
(3) Miscellaneous data:
(a) Earnings of the company from 
the period beginning with 
World War I to the beginning 
of the base period
(b) Statistical data as to base pe­
riod earnings, costs, sales, etc. 
of other taxpayers engaged in 
a similar business as compared 
to taxpayer’s experience.
Admittedly a great part of this in­
formation should have been included 
in the claim as filed by the taxpayer. 
In any event, the Treasury after the re­
ceipt of such exhaustive information 
usually still maintains that the claims 
are not yet proven. It simply cannot 
seem to make up its mind whether a 
claim is proven or not. It invokes every 
conceivable means of attempting to dis­
qualify or reject a claim.
If it appears that a claim has all of 
the elements of eligibility and proof of 
the constructive base period net in­
come, that is, a reasonably neat mathe­
matical computation which would seem 
to indicate that it was not entirely 
based upon conjecture, there obviously 
is a policy in effect on the part of the 
Treasury to attempt a compromise on 
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the amount claimed, realizing full well 
that the taxpayer can count as “gravy” 
any amounts recovered under these 
claims and that it might be willing to 
forsake part of the claim for the 
“scraps” that are offered in conference. 
Then too, if a claim happens to be too 
good, it is entirely possible that a re­
examination may be made of the tax­
payer’s records for the purpose of de­
termining a deficiency on other grounds 
that might be used as a bargaining 
point in inducing the taxpayer to either 
compromise his 722 claim or to with­
draw it.
What is the purpose of this attitude? 
It appears to be that the Treasury will 
not assume responsibility for making 
any refund of excess-profits tax by rea­
son of a Section 722 claim and in all 
probability is going to “pass the buck” 
to the Tax Court of the United States, 
which is the last jurisdiction in the con­
sideration of these claims. As evidence 
of the fact that the Tax Court is prob­
ably anticipating a deluge of claims, 
there is the recent enlargement of its 
scope of activities through the appoint­
ment of commissioners for the purpose 
of hearing testimony and recommending 
findings of fact on particular cases. Be­
cause very few renegotiation cases will 
probably get to the Tax Court, this 
enhancement of its facilities is obvi­
ously due to the expected relief claims.
Admittedly a great part of the Trea­
sury’s work up to this time has been 
the weeding-out of weak or “frivolous” 
claims. There really may not have been 
an elapse of sufficient time to judge the 
ultimate result. But on the basis of 
what we have thus far observed, it ap­
pears that there are two major faults 
prevalent: First, that corporate taxpay­
ers have expected entirely too much 
from Section 722 and as a result have 
filed too many undeserving claims; and 
secondly, the Treasury has suffered the 
opposite reaction by failing to use rea­
sonable discretion with reference to de­
serving claims. The truth, gentlemen, 
probably lies in between the two widely 
divergent positions. Corporate claim­
ants should be advised not to file claims 
unless they are badly hurt by the ex­
cess-profits tax and not to press worth­
less claims that may already have been 
filed. On the other hand, the Treasury 
should more closely adhere to the prin­
ciples of Section 722 as outlined in the 
following extract from House Rep. 
2333, 77th Cong. 1st Sess., p. 21:
“equitable considerations demand that 
every reasonable precaution should be taken 
to prevent unfair application of the excess­
profits tax in abnormal cases; that high 
rates on excess profits are thoroughly justi­
fiable if the income subject to tax is clearly 
of the type intended to be reached. The 
rates now proposed increase the need for 
expanding the application of the relief sec­
tion to cases that do not fall under the spe­
cific provisions in order to remove inequi­
ties and alleviate certain hardships.”
Case Experience Under Relief Provisions
By Lawrence O. Manley, District of Columbia
Member, American Institute of Accountants
I
N OBTAINING RELIEF from excessive 
and discriminatory excess-profits 
tax, the taxpayer must establish 
that its business during the base period 
falls into one or more of the categories 
described in Section 722, and that its 
average base period net income is an 
inadequate standard of normal earn­
ings, or that the excess-profits credit 
based on invested capital is an inade­
quate standard for determining excess­
profits.
How these provisions of the section 
have been applied to particular cases, 
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the attitude of the Bureau, and what 
conclusions can be drawn from case ex­
periences are illustrated by the follow­
ing case studies:
Case 1
Prior to January 1, 1936, the “B” cor­
poration, which retailed one type of 
building material, was a closed corpo­
ration. The working capital of the bus­
iness had been depleted by excessive 
withdrawals by the officers of the cor­
poration to such an extent that the cur­
rent liabilities exceeded the current 
assets. During the year 1936 a creditors’ 
committee was appointed. This com­
mittee made an agreement with the 
larger creditors in which it was agreed 
to accept deferred notes in lieu of pay­
ment of the accounts and, in the name 
of the committee, these creditors were 
given the stock of the corporation. One 
of the former employees, a minor of­
ficer, was retained as manager. These 
conditions adversely affected the opera­
tions with results that the profits for 
1936 fell below normal earnings. As­
sisted by the good will which had been 
built around the family name and the 
easing of the credit situation, the new 
manager succeeded in substantially in­
creasing the net profits for the year 
1937. Despite the increase in profits the 
creditors’ committee was dissatisfied 
and in April, 1938, placed the business 
operations under an entirely new man­
agement. The first year under this 
change was spent almost entirely in re­
vamping the business with the result 
that the net profits for 1938 were the 
lowest in the base period. From that 
time the excess-profits net income in­
creased each year, which, stated on a 
ratio basis, is reflected as follows:
1936- 100x 1940- 505 x
1937- 362x 1941-1000x
1938- 85 x 1942-1055 x
1939- 220x
Investigation disclosed that the income 
method produced the greater excess­
profits credit.
Application for relief under Section 
722 of the Internal Revenue Code was 
filed for the “B” corporation for the 
years 1940 and 1941. The application 
was based on Section 722 (b).
“(1) In one or more taxable years in 
the base period normal production, 
output, or operation was interrupted 
or diminished because of the occur­
rence, either immediately prior to, or 
during the base period, of events un­
usual and peculiar in the experience 
of such taxpayer.
“(2) the business of the taxpayer was 
depressed in the base period because of 
temporary economic circumstances un­
usual in the case of such taxpayer—
“(4) the taxpayer, either during or 
immediately prior to the base period ... 
changed the character of the business 
and the average base period net income 
does not reflect the normal operation 
for the entire base period of the busi­
ness ...”
Taxpayer claimed that due to the 
conditions existing it should be allowed, 
to claim relief under the above sub­
paragraphs. These conditions were as 
follows:
(a) Depletion of working capital dur­
ing the base period due to large per­
sonal loans to officers no longer asso­
ciated with the corporation, which 
loans proved to be uncollectible and 
had to be charged to surplus.
(b) Twice during the base period a 
change in management was made.
(c) During the year 1938 the major 
part of the manager’s energies were de­
voted to revitalizing contacts with the 
public and expanding the facilities of 
operation. The entrance of an entire 
new management destroyed to a great 
extent the goodwill which had been 
established by the former operators. 
Stocks of material had not been main­
tained at proper levels. Additional 
warehouse facilities and delivery equip­
ment had to be provided to handle the 
increase in the stocks.
In the preliminary application filed 
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before the original expiration date for 
making application for relief under Sec­
tion 722, facts were presented showing 
that the sales since 1938 had increased 
progressively. The percent of increase 
over the previous year was as follows: 
1939-54%, 1940—41%, and 1941-63%. 
The ratio of net operating profit to sales 
had increased in 1941 to 6%.
On these facts the taxpayer appealed 
for the establishment of a constructive 
average base period income based on 
a profit of 6% on sales 40% greater 
than 1940, and claimed that the excess­
profits taxes paid for the taxable years 
1940 and 1941 should be refunded.
An examination was made of the tax­
payer’s income and excess-profits tax 
returns covered by the claims for refund. 
The report of the internal revenue 
agent in charge contained the follow­
ing statement:
“The claims filed under Section 722, 
covering 1940 and 1941, I. R. C. are re­
jected for the reason that taxpayer has 
not shown the excess-profits tax to be 
excessive and discriminatory. The mat­
ter was discussed with the taxpayer’s 
accountant. He does not agree with the 
rejection of the claims.”
The findings in the report were not 
accepted; in the protest filed additional 
facts were presented and a conference 
was requested. In an attempt to estab­
lish that the excess profits were exces­
sive and discriminatory and that the 
excess-profits credit should be increased, 
comparative statistics were utilized, 
which were obtained from “Statistics of 
Income” published annually by the 
United States Treasury Department, 
Bureau of Internal Revenue. Unfortu­
nately this compilation did not segre­
gate the sales for the type of building 
material sold by the taxpayer, except 
for the years 1938, 1939, and 1940. The 
“Statistics of Income” did, however, 
completely cover the sales of the con­
struction industry. The trend of sales 
of these two sets of statistics was com­
pared for the three-year period and was 
found to be very similar. Based on these 
findings it was assumed that the trend 
would be similar over a longer period 
of years. The sales of the construction 
industry were, therefore, used as a basis 
of presenting facts to substantiate the 
claim.
The operations of the corporation 
were examined and it was found that 
the year 1932 was the first year to re­
flect a full year of normal operation, 
although the business had started in the 
fall of 1930. This year was selected as 
the base year for the comparison of the 
trend of sales of the taxpayer with sales 
of the construction industry. This com­
parison was accomplished by the use 
of the mathematical calculations using 
the year 1932 as 100 percent.
This study reflected that the trend of 
sales of the taxpayer compared favor­
ably through the year 1935, but when 
a change in management was made in 
1936 for the reasons hereinbefore stated, 
the ratio fell far below that of the con­
struction industry.
In 1937 operational results improved 
to a marked degree, but were not equal 
to that of the construction industry, nor 
to the satisfaction of the creditors’ com­
mittee. The spread in the ratio for the 
year 1938 was very wide, the year of 
the second change in management. In 
1939 the sales of the taxpayer started 
to increase progressively and by the 
year 1941 the ratios of sales were nearly 
equal, the construction industry show­
ing a ratio of 245 and the taxpayer 244. 
The facts indicate that the management 
had finally succeeded in re-establishing 
the business on a sound and normal 
level of operation comparable with that 
of the whole construction industry.
The taxpayer, therefore, contended 
that if the present management had 
been in charge in 1936 with adequate 
stocks and working capital, both of 
which were now acquired, that the 
trend of its operation in the base years 
would have been comparable, and that 
the ratio of sales of the construction in­
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dustry for the base period years should 
be applied to the amount of sales of the 
taxpayer for the year 1932 to establish 
the constructed sales for the base pe­
riod.
After constructing the sales it was 
then necessary to establish a fair and 
normal ratio of net profits to sales. The 
taxpayer, being unable to locate any 
statistics to assist in this determination, 
resorted to an estimated ratio. The ac­
tual ratio in 1937 was 4.72%, the high­
est in the base period, and in 1941 the 
ratio had increased to 6%. The tax­
payer contended that the costs of op­
eration would not increase in the same 
proportion that the constructed sales 
were increased, which contention is 
supported by the percentage obtained 
in 1941. The taxpayer used an esti­
mated ratio of 5.5%, which was consid­
ered to be fair and normal.
The conferee was of the opinion that 
the taxpayer was entitled to relief un­
der Section 722, but that all the facts 
presented to establish an average net 
income were inadequate. He contended 
that the facts presented were too remote 
from the local operating conditions of 
the taxpayer. He suggested that a com­
parison be made with local statistics 
and be confined to the base period years. 
His attitude implied that the con­
structed profits should be restricted to 
the two lowest years—1936 and 1938. 
He assisted the taxpayer in gaining ac­
cess to the total value of building and 
alteration permits issued in the metro­
politan area of Washington, D. C. 
These statistics appeared in a report of 
the United States Department of Labor, 
Bureau of Labor Statistics, Employ­
ment and Occupational Outlook 
Branch.
Supplemental data was submitted in 
which constructive net income for the 
years 1936 and 1938, the two lowest 
years in the base period, was presented. 
The sales for these years were com­
puted by obtaining the ratio of the tax­
payer’s sales to the value of building 
and alteration permits of the years 1937 
and 1939, and applying the 1937 ratio 
to the value of building and alteration 
permits of 1936 to arrive at the 1936 
sales, and the same procedure was fol­
lowed by using the 1939 ratio to obtain 
the 1938 sales. In the calculation of the 
profits for 1936 and 1938, the taxpayer 
contended that the ratio of the cost of 
sales should be the actual ratio that ex­
isted in those years and the percentage 
of operating expenses should be based 
on the same years on which the con­
structive sales were based, i.e. the suc­
ceeding year.
The reply of the internal revenue 
agent in charge to this presentation 
contained the following statements:
“It is the conclusion of this office 
that the constructed average base 
period net income contended for can 
not be allowed.
“A reference to data submitted on 
the yearly profits ratio shows that the 
corporation realized a profit of 4.72% 
in the year 1937, which percentage is 
the highest ever attained by the cor­
poration since organization. The con­
structed net income for the year 1936 
as contended for is in excess of 4.72% 
of the constructed sales for the year 
1936. The same is true of the con­
structed income for the year 1938.
“In view of the fact that the average 
ratio of profits to sales during the base 
period eliminating the percentage for 
the year 1938 amounts to only 3.069% 
there appears no warrant for the allow­
ance of the constructed net income 
contended for the years 1936 and 1938.
“As a basis of settlement, this office 
is willing to recommend constructed 
base period net income obtained by 
applying the average net profit ratio of 
3.069% to constructed sales as sub­
mitted for the year 1936 and 1938 and 
using actual net income for the years 
1937 and 1939.
“It is believed that this is a reason­
able basis for closing the case. It leaves 
undisturbed the above-normal income 
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for 1937, which concession it is felt 
offsets any possible detriment through 
application of the average net profit 
ratio to the constructed sales for the 
years 1936 and 1938.”
The taxpayer was granted the privi­
lege of having the case submitted for 
hearing before the technical staff with 
the understanding that the technical 
staff would not consider substantial 
issues or important evidence which had 
not been previously presented.
The settlement was accepted by the 
taxpayer.
The study of this case indicates the 
following:
(1) General statements, assumptions, 
and claims have little or no weight as 
evidence;
(2) Local corporations should confine 
comparisons with local conditions and 
not attempt to use national statistics;
(3) Even though the taxpayer is suc­
cessful in reconstructing normal earn­
ings for poor year within the base 
period, the fair and just amount repre­
senting normal earnings determined 
with respect to such period cannot rea­
sonably include above-normal earnings 
for other years in the base period.
(4) It is apparent that the agent con­
sidered that the large increase in the 
taxpayer’s business during the years 
1940 and 1941 arose from such events 
and conditions that are deemed to be 
integral parts of the war economy and 
that they cannot, therefore, be accepted 
as either accurate or reliable determi­
nants of normal operations or normal 
earnings.
Case 2
This study covers a case where the 
business operated as a sole proprietor­
ship from January 1, 1937, until date of 
incorporation in April, 1939.
The corporation was organized in 
anticipation of consummating a lease 
on a new location. The lease was signed 
prior to January 1, 1940, but occupancy 
was not obtained until March, 1940. 
The operating capacity of the new lo­
cation was approximately triple that of 
the old, and normal volume of business 
more than double. The control of the 
business remained in the same hands.
The taxpayer filed its own returns for 
the years 1940 and 1941, and used the 
income method in computing the ex­
cess-profits credit, basing it on the net 
income of the individual. These returns 
were examined by the Bureau. The 
Bureau’s report stated the following:
“This return (form 1121) has been 
found to be erroneously prepared 
throughout in that it states specific 
disclaimer of invested capital method 
and attempts to use income method by 
using figures shown by returns of an 
individual, hence the change in method 
which represents the cost price of equip­
ment turned over to the corporation for 
its stock at the inception of this 
business.”
After a deficiency tax based on the re­
port was assessed and paid, the taxpayer 
filed an application for relief based on 
the following sub-paragraphs of Section 
722 (c):
“(1) the business of the taxpayer is of 
a class in which intangible assets not in­
cludible in invested capital under Sec­
tion 718 make important contributions 
to income.
“ (2) the business of the taxpayer is of 
a class in which capital is not an impor­
tant income-producing factor.” also sub­
paragraph of section 722 (b):
“ (4) ... If the business of the tax­
payer did not reach, by the end of the 
base period, the earning level which it 
would have reached if the taxpayer had 
commenced business or made the 
change in the character of the business 
two years before it did so, it shall be 
deemed to have commenced the busi­
ness or made the change at such earlier 
time . . .”
These claims were based on the fol­
lowing facts:
1. The taxpayer had acquired a lease 
on a new location without cost other 
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than the payment of rent which extends 
,to the taxpayer the sole rights to the 
locality;
2. The lease undoubtedly had a con­
siderable indeterminate intangible 
value;
3. As all sales of the taxpayer are 
made for cash, it is unnecessary to carry 
inventories other than for current de­
mands of the business. Capital, there­
fore, is not an important income-pro­
ducing factor;
4. As the business had not started 
until January 1, 1937, and the change 
in the character in the business had not 
occurred until after the end of the base 
period, the changes should be deemed 
to have commenced at an earlier date.
In presenting the application the ac­
tual sales of the individual for the years 
1937, 1938 and 1939 were used as the 
basis on which to compute the construc­
tive income for the base period years. 
In constructing the sales the taxpayer 
claimed an allowance for an increase of 
12½% in total sales to compensate for 
the increase in business which probably 
would have been realized had the busi­
ness been commenced two years prior to 
January 1, 1937. The 12½% increase in 
sales was based on the average increase 
of the sales of the operation of the 
individual.
The taxpayer also claimed an allow­
ance for an increase of 100% in total 
sales to compensate for the increase in 
business which resulted from the re­
moval of the place of business in March, 
1940, from the old location to the new, 
as the operating capacity was approxi­
mately three times as great and the nor­
mal volume of business two times as 
great.
In the calculation of constructive net 
income for the years 1937, 1938 and 
1939, the taxpayer made allowance for 
officers’ salaries commensurate with 
those paid subsequent to March, 1940. 
The net income for 1936 was con­
structed by reducing the operations of 
1937 on the same ratio that the sales 
for 1937 bore to 1938. The same per­
centage of net profit was used except for 
the adjustment for officers’ salaries.
In the first conference the conferee 
was favorable to allowing the claim as 
presented until it was learned that the 
profits for the years 1942 and 1943 had 
decreased even though the sales had 
increased. The conferee suggested that 
the constructive net income be recom­
puted in accordance with the theory 
expressed in (b) (4) of Section 722 
(which was quoted hereinbefore).
Based on this theory the actual 1938 
sales were moved back two years to 1936 
and actual 1939 sales were moved back 
to 1937. The same percentage of net 
profit was allowed for each year and the 
constructive net profit was obtained by 
adjusting the results by a reasonable 
allowance for officers’ salaries. The al­
lowance for officers’ salaries was deter­
mined by taking the average of the 
officers’ salaries for 1940 and 1941 and 
obtaining the percentage of the average 
to the sales of those years. This per­
centage was applied to the constructive 
sales for the base period to find this 
deduction. These sales and profits were 
based on the returns of the individual 
in which no allowance had been made 
for officers’ salaries. The percentage of 
increase of 1937 constructive sales over 
1936 constructive sales was obtained. 
This percentage was applied progres­
sively to obtain the sales for 1938 and
1939. The average percentage of net 
profit for 1936 and 1937 was applied to 
the sales of 1938 and 1939 to obtain the 
net profit for these years. This proced­
ure increased the excess-profits credit 
over 285%. The claim was accepted by 
the Bureau and an agreement was 
signed.
This case is interesting in that it re­
flects a method acceptable to the 
Bureau for moving back the operations 
for two years in the base period, and 
that even though the taxpayer was or­
ganized before December 31, 1939, but 
did not open for business until March,
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1940, the operations of the principal 
stockholder, who operated as a sole 
proprietor, were used as the basis on 
which to construct the excess-profits 
credit. It also indicates that the Bureau 
allows itself to be influenced by events 
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ederal regulation of commodity 
prices and profits is essential and 
desirable in a wartime economy. 
Of necessity, the law of supply and de­
mand, which is the keystone of private 
enterprise, has been suspended for the 
duration. The various emergency price 
control measures enacted by the Con­
gress since Pearl Harbor reflect the con­
viction of our legislators that in the 
greatest sellers’ market of all times, 
ruinous inflation and exorbitant war 
costs cannot be curbed by taxation 
alone.
Inflation in Past Wars
The pages of history furnish ample 
proof of the appalling consequences of 
war on a nation’s economy. Let us re­
view the inflationary effect of the ma­
jor conflicts in which this nation has 
been engaged. During the War of the 
Revolution our dollar declined in pur­
chasing power to 33 cents and shortly 
after peace was restored it became prac­
tically valueless. It was a popular say­
ing of the times that it took a basket of 
money to buy a basket of “vittles.” Dur­
ing and after the Civil War the dollar 
dropped to 44 cents in purchasing 
power. After World War I the dollar 
was worth 40 cents. Between 1914 and 
1918 the price of processed foodstuffs 
had more than doubled and the rise in 
cost of essential war matériel was even 
more pronounced. From July 1914 to 
November, 1918 the price of steel plate 
rose 187%, pig iron 154%, coke 171% 
and petroleum 200%. It has been esti­
mated that of the $32,000,000,000 cost 
of the first World War $13,000,000,000 
or over 40% of it could have been 
saved if adequate price control meas­
ures had been employed. And we are 
still paying interest on a part of this 
debt. Such were some of the bitter 
fruits of three victorious wars.
Emergency Price Control Act
The totality of modern warfare and 
its tremendous requirements of mate­
riel made it obvious early in the present 
conflict that unless heroic anti-infla­
tionary measures were adopted our na­
tional economic structure would fall 
apart. It was for this reason that Con­
gress enacted the Emergency Price Con­
trol Act of January 30, 1942. The law 
was designed as a wartime substitute 
for normal economic forces. A more 
radical departure from the traditional 
concept of price fixing by free competi­
tion cannot be conceived. It can be 
justified only on the grounds of a tem­
porary surrender of the rights of our 
citizens in order to preserve perma­
nently the privileges which free people 
enjoy.
Office of Price Administration
The Office of Price Administration 
set up under the Price Control Act is 
charged with the single purpose of op­
posing the inflationary trend of a war 
economy. Its only concern with profits 
is to analyze the extent to which they 
are affected on an industry-wide basis 
by speculative and unwarranted in­
creases in prices. It has no proper place 
in the regulation of the profits of indi­
vidual producers. The Act requires that 
maximum prices be “generally fair and 
135
Price Regulation
equitable.” To accomplish this purpose 
the device adopted by the Act and the 
Regulations under it has been to freeze 
prices of a given commodity at the lev­
els prevailing on a past date. In theory, 
the date fixed is one immediately pre­
ceding rises in price for the commodity, 
due to the abnormal demands of the 
war. Ceilings are subject to appropriate 
adjustment when changes of broad ap­
plicability occur, such as general in­
creases or decreases in costs. The legis­
lative history of the statute makes it 
clear that the Congress had in mind 
that, although a maximum price need 
not be such as would guarantee every 
producer a profit, it should be calcu­
lated to assure a fair and reasonable 
profit in the industry generally. Thus, 
in both theory and practice it has been 
possible under the O.P.A. regulations 
for many efficient or otherwise favored 
producers to realize an abnormally 
high margin of profit while others were 
operating at a loss. The span of the 
Act, insofar as it relates to consumer 
goods, embraces cradles and coffins and 
practically everything between them. 
War supplies of every description are 
also subject to ceiling prices except that 
complicated mechanisms and many ar­
ticles of a secret military character are 
excluded.
Renegotiation Act
The two principal measures which 
supplement the Price Control Act are 
the Renegotiation Act of 1942 and the 
more recent forward-pricing legislation 
which is incorporated in Title VIII of 
the Revenue Act of 1943. Originally, 
the renegotiation statute dealt with 
excessive profits likely to be realized on 
war contracts as well as those already 
realized. Since February 25, 1944, how­
ever, negotiation with respect to for­
ward-pricing has ceased to be a func­
tion of the Price Adjustment Boards.
The newly-created War Contracts 
Price Adjustment Board is an indepen­
dent agency, which deals solely with 
historical earnings. Actual renegotia­
tion of individual war contractors has 
been delegated, with certain reserva­
tions, to the Price Adjustment Boards 
established within the departments of 
the government concerned with the 
procurement of war supplies.
The modus operandi of renegotia­
tion has been publicized to the extent 
that it has ceased to be news. In fact, 
the dearth of editorial and reportorial 
comment in the public press with re­
spect to any aspect of renegotiation ap­
pears generally to indicate a consensus 
that the law is being administered with 
reasonable fairness and intelligence. I 
have been asked by my associates to in­
terpolate a gratuitous comment for the 
benefit of certified public accountants 
who represent clients before the 
Boards. We find almost always that an 
estimate by the accountant, in advance 
of the renegotiation meeting, of the 
amount which the Board will request 
the contractor to relinquish, leads to 
unfortunate results. Even when the ac­
countant has other clients in the same 
or related industries he has no means 
of appraising the relative worth of two 
or more contractors from the stand­
point of performance. Invariably the 
Boards obtain performance data from 
government procurement officers, and 
from prime contractors where signifi­
cant subcontracts are involved. This 
appraisal covers such elements as in­
ventive and engineering contributions, 
original research, ability to meet deliv­
ery schedules, the quality of products 
and comparative prices on the same or 
similar items purchased from several 
contractors. Then too, the relative 
weight which will be attached to vari­
ous financial factors depends upon the 
combined judgment of the Board mem­
bers who sit on the case. Consequently, 
the accountant is not usually in posses­
sion of the essential facts on which to 
base an intelligent opinion and he 
should resist the temptation to indulge 
in “guesstimates.” The practice of ac­
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countancy is incompatible with that of 
clairvoyancy.
Repricing Under Title VIII 
of the Revenue Act
As previously noted, the provision 
for repricing of contracts under Title 
VIII of the Revenue Act of 1943 repre­
sents the most recent stage in the devel­
opment of techniques for minimizing 
the cost of the war. In the confusion 
immediately succeeding Pearl Harbor, 
contracts were let at prices which in 
many cases appear fantastic in retro­
spect. Among the contributing causes 
were the inadequate staffing of the ser­
vices, the lack of knowledge concerning 
unit costs on the scale of operation 
which total war demands, and the un­
certainty concerning the degree of con­
trol of material costs and wages which 
might be expected through the activi­
ties of the O.P.A. and the War Labor 
Board. Above all, the services were, 
and still are, determined that no mili­
tary operation shall be impeded and no 
materials be short in supply because of 
a controversy over prices.
After the first flood of war contracts, 
the services entered a second phase. 
They began to scrutinize individual 
contracts more closely, to make analyses 
of the estimated costs of production 
and to make price comparisons with 
other suppliers. The work of the Price 
Adjustment Boards also proved help­
ful. In the first place, it reset the sights 
of procurement officials and industry 
alike concerning the type of prices and 
the level of profit which should be ex­
pected under wartime conditions; it 
developed in addition a large amount 
of cost and profit data which enabled 
contracting officers to do a more effec­
tive job of pricing and to appreciate 
the significance of the over-all margin 
of profit in establishing fair prices on 
separate contracts.
Despite the tightening up of procure­
ment, there continued to be many situ­
ations where prices had not been put 
on a reasonable basis. Many prime con­
tractors were making price reductions 
which were so small as to resemble a 
cover charge. Refunds were made so 
late in the year that they lost their vol­
untary character and became payments 
on account of prospective renegotia­
tion. Large numbers of contractors 
were submitting cost breakdowns which 
contained as many cushions as a Park 
Avenue penthouse. With respect to sub­
contractors very little had been accom­
plished, and yet the records of renego­
tiation indicated clearly that prices be­
ing paid them by prime contractors 
were anything but realistic.
In the early part of this year, when it 
became clear that room for improve­
ment still existed in the pricing of pro­
curements, the Navy and War Depart­
ments went on record before the Con­
gress that they were following up rene­
gotiation with effective steps designed 
to reduce prices and would continue to 
do so. The Congress, in turn, provided 
for the termination of renegotiation on 
deliveries after the end of this calendar 
year or, at the latest (if the President 
should decide to extend the life of the 
statute for an additional six months) 
after June 30, 1945. By this action the 
Congress placed industry and the serv­
ices alike on notice that fair and rea­
sonable prices must be obtained with­
out renegotiation of excessive profits 
after the fact. To emphasize the respon­
sibility of the services to secure realistic 
prices, Congress adopted Title VIII of 
the Revenue Act of 1943 which gave 
the procurement agencies the power to 
establish fair and reasonable prices by 
order.
General Provisions
Title VIII provides each of the gov­
ernment agencies named in the Rene­
gotiation Act with a new and very pow­
erful instrument. It is an instrument 
which the departments are loath to use, 
and rightly so. Whenever the secretary 
of a department determines that the 
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price of any article or service in any ex­
isting contract, or the price stated in 
any offer to furnish such an article or 
service, is not fair or reasonable, the 
secretary may require the contractor to 
negotiate a fair and reasonable price. 
If the contractor refuses to negotiate, 
or if he refuses to agree to a fair and 
reasonable price after negotiation, the 
secretary may establish such a fair and 
reasonable price by order. Any person 
feeling aggrieved by such an order may 
sue the United States in any appropri­
ate court, and is entitled to receive 
“fair and just” compensation.
The power to establish fair and rea­
sonable prices applies to articles and 
services supplied both on prime con­
tracts and on subcontracts in any tier. 
It is not limited, as is statutory renego­
tiation, to contractors supplying $500,- 
000, or over, of government end use 
materials in any fiscal year. Moreover, 
the other statutory exclusions (such as 
the raw material exemption) applicable 
to renegotiation do not apply to re­
pricing orders. Power to reprice applies 
to contracts entered into prior to the 
passage of the Act, as well as to new 
contracts. However, it does not apply, 
in the case of either old or new con­
tracts, to deliveries made prior to the 
serving of the repricing order. The ser­
vices feel, at present, that where the 
supplier does not have a contract and 
has refused to make an initial offer, re­
sort should be had to a mandatory 
order under Section 9 of the Selective 
Training and Service Act rather than 
to price fixing under Title VIII.
Administrative Procedures
Formal procedures under Title VIII 
involve two steps. The first is the serv­
ing of a notice on the contractor which 
sets forth that a price is considered not 
fair and reasonable and which requires 
him to negotiate a fair and reasonable 
price. If the contractor fails to negoti­
ate or, as a result of negotiation, fails 
to agree to a price deemed by the sec­
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retary to be fair and reasonable, the 
second step will be taken—the serving 
of a formal order establishing a price.
Both the Navy and War Depart­
ments have taken the stand that the 
power to establish prices by order is an 
extraordinary power to be invoked only 
after every reasonable effort to reach a 
voluntary agreement has been tried and 
found unavailing. The services have 
underscored the caution with which 
this power is to be used.
First Mandatory Order
It was not until the 25 th of Septem­
ber 1944, more than six months after 
the passage of the Act, that the first 
mandatory order was issued. This ac­
tion followed the failure of a Pennsyl­
vania contractor to accept prices 
deemed fair and reasonable by the Ser­
vices. It is interesting to note that the 
first order was issued jointly by the 
Army and Navy.
The company in question produces 
a wide variety of aircraft accessories. It 
has been engaged in such work since 
the beginning of the war emergency, 
when contracts were necessarily 
awarded on the basis of prices quoted 
by the manufacturer. Figures have been 
released by the Navy which show that 
the company had average sales of 
$238,000 a year from 1936 to 1939. In 
1942, total sales were nearly $14,000,000 
and the sales volume grew in 1943 to 
over $29,000,000. In the years before 
expansion through military buying, 
profits averaged about $80,000. In 1943 
profit before taxes was over $12,000,000 
or approximately 66% of costs. At­
tempts to negotiate prices with the con­
tractor have been under way for over a 
year. The inability of the services to 
reach a satisfactory agreement after nu­
merous conferences with company of­
ficials was the cause of the drastic 
action.
Policy of the Services
The real significance of Title VIII 
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lies in the impetus which it has given 
to the services in their efforts to estab­
lish reasonable margins of profit on 
prime and subcontracted articles after 
the review of existing contracts.
The term “forward-pricing” origi­
nated in connection with the renegoti­
ation procedure and was designed to 
distinguish the pricing of future deliv­
eries from the recapture of excess prof­
its on past deliveries. But in this sense 
all negotiation for future delivery is 
forward-pricing. The present program 
is designed to supplement negotiation 
of individual contracts and not to re­
place it.
The breadth of the methods em­
ployed constitutes an innovation. In 
the first place, the various services ap­
proach the contractor cooperatively in 
a joint effort to explain to his repre­
sentatives the type of pricing to be ex­
pected on wartime procurements, and 
to discuss the peculiar problems which 
he faces in establishing such prices. 
There are various advantages in ap­
proaching a contractor in this manner. 
The services are able to exchange ex­
perience among themselves and to ob­
tain the benefit of united action. From 
the contractor’s point of view much 
may be done to avoid the confusion 
and annoyance arising from non-uni­
formity of approach and duplicate re­
quests for the same information. Above 
all, an excellent opportunity is af­
forded, unincumbered with considera­
tions of the placement of particular 
procurements, to inform the contractor 
of the type of cost information and the 
type of pricing policies which are ex­
pected.
A second innovation involves the di­
rect entry by the services into the sub­
contracting field for the purposes of 
reviewing prices and pricing policies. 
In the past the services have reviewed 
some subcontract prices, particularly 
on cost-plus-fixed-fee procurements, but 
the large majority of subcontractors has 
never had direct contact with the de­
partments except for recapture of prof­
its by their Price Adjustment Boards.
The Army and Navy are cooperating 
closely in this task. In general, com­
panies have been assigned for price re­
view on the same basis as assignment 
for renegotiation of 1943 business. The 
duty of the Navy Price Revision Divi­
sion is to work with the various inter­
ested Bureaus and to maintain liaison 
with the Army and other procurement 
agencies. It also maintains close con­
tact with the Navy Price Adjustment 
Board. In the Army, actual repricing is 
generally initiated by the service to 
which the company is assigned for re­
negotiation. In some cases, it may be 
initiated by another service within the 
War Department which has a predomi­
nant interest or a particular problem 
with the contractor. General policy and 
coordination is determined by the Pur­
chase Division, Headquarters, Army 
Service Forces, and this division keeps 
in close touch with the Navy and other 
procurement agencies.
The actual procedures and mechan­
ics for conducting forward-pricing vary. 
In many cases the Army conducts for­
ward-pricing in conjunction with the 
renegotiation proceedings. The Navy 
Department, on the other hand, con­
ducts these proceedings quite indepen­
dently, although the Price Revision 
Division is kept closely advised of the 
facts developed by the Price Adjust­
ment Board and of the determinations 
of the Board.
The approach to the problem varies. 
In general, it involves a review of past 
prices and profits, information on com­
parative prices and costs of other sup­
pliers, the review of the latest available 
interim operating information and, of 
prime importance, the development of 
a forecast of sales, costs and profits for 
some appropriate period in the future. 
On the basis of this information and 
forecast, the company is asked to make 
a suitable over-all revision of its prices 
which will put them on a reasonable 
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basis, with due regard to all pertinent 
facts, including the rate of profit al­
lowed by renegotiation and the risks 
involved in close pricing. The form of 
the adjustment, whether a change in 
contract prices, a change in list prices, 
a discount from list, et cetera, depends 
on the trade practices of the industry 
and other facts of the case. In some 
cases the agreement simply provides for 
revision in the cost estimating system, 
designed to correct for variances result­
ing from increased volume. Generally, 
voluntary refunds will be suggested to 
the extent that prices have been exces­
sive during the current year. The de­
tails of the price revision will be left 
largely within the discretion of the con­
tractor. The services are not equipped 
to undertake a detailed analysis of the 
complicated price structure of Ameri­
can industry. In most cases, the agree­
ments will place a definite limit not ex­
ceeding six months’ time on the period 
for which the reductions will be effec­
tive, with provision for the review of 
the situation shortly before the end of 
that period. There is also an under­
standing that radical change in circum­
stances will be the occasion for the re­
opening of the arrangement.
Termination of Contracts
An analysis of federal pricing poli­
cies would be incomplete were no ref­
erence made to the Contract Settlement 
Act of July 1, 1944 and the Surplus 
Property Act of October 3, 1944. It is 
appropriate to suggest that in line with 
the established techniques of renegotia­
tion and forward-pricing, infinite man 
hours will be conserved and a myriad 
of disputes avoided if a plan can be 
perfected for over-all settlement of ter­
minated contracts. Again, in cases in 
which terminations within a fiscal year 
ending before the discontinuance of re­
negotiation are significant, it is evident 
that the most effective means of wind­
ing up the relationship between gov­
ernment and contractor will be through 
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cooperative action of termination of­
ficials and the renegotiating agency 
which has acquired previously a fairly 
intimate knowledge of the contractor’s 
affairs. It is important to note that cer­
tain costs which may not be allowable 
in the settlement of termination claims 
may be a perfectly proper deduction 
for purposes of renegotiation. Hence, 
detailed audits of various classes of ex­
pense items can be curtailed or elimi­
nated if renegotiation and termination 
can be handled concurrently. More­
over, it is inequitable to ask the con­
tractor to make renegotiation refunds 
without proper offset for sums repre­
sented by valid termination claims.
Surplus Property Disposal
The newly-enacted Surplus Property 
Act of 1944 sets up a Board composed 
of three members to whom a most dif­
ficult task is assigned. The statute con­
tains a statement of twenty objectives 
which include (1) the wide distribution 
of surplus commodities to consumers 
at fair prices, (2) the broad and equit­
able distribution of surplus property, 
and (3) the receipt by the government, 
as nearly as possible, of the fair value 
of surplus property upon its disposi­
tion. Otherwise the Act sets no limita­
tion upon the price-fixing powers of its 
administrators except as to a minor re­
striction with respect to sales of realty. 
It is evident, however, that the inten­
tion of Congress was not to recover the 
greatest number of dollars in the short­
est possible time, but rather to regu­
late the transfer of surplus property 
from government war agencies to other 
federal and state agencies and to the 
private economy in such a way as “to 
give maximum aid in the reestablish­
ment of a peacetime economy of free 
independent private enterprise, the de­
velopment of the maximum of inde­
pendent operators in trade, in industry, 
and agriculture, and to stimulate full 
employment.” (Sec. 2 (b) ).
The immensity of the values in­
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volved is staggering. The report of the 
Senate committee which dealt with the 
subject states that estimates as to the 
amount of surplus property involved 
vary between $50,000,000,000 and $112,­
000,000,000. Consider for a moment 
what these figures represent in terms of 
real estate, vessels, plant equipment, 
foodstuffs, clothing, jeeps and trucks, 
construction equipment, machine tools, 
medical supplies and practically every 
type of standard commercial article. It 
is because of the unprecedented prob­
lems involved in the orderly disposi­
tion of these vast holdings that doubts 
have been expressed with respect to the 
workability of the Act in its present 
form. One of its remarkable features is 
the system of priorities which has been 
evolved. This system is reminiscent of 
the “Tinker to Evers to Chance” com­
bination with the third baseman and 
the entire outfield thrown in. The or­
der of preference is as complicated as 
diplomatic protocol. Here is what the 
law says:
(1) The transfer of surplus property from 
one government agency to others for their 
use shall be given priority over all other 
disposals. (Sec. 12(a)).
(2) “Surplus property shall be disposed 
of so as to afford public and governmental 
institutions, non-profit or tax-supported 
educational institutions, charitable and ele­
emosynary institutions, non-profit or tax- 
supported hospitals and similar institutions, 
States, their political sub-divisions and in­
strumentalities, and volunteer fire com­
panies, an opportunity to fulfill in the pub­
lic interest, their legitimate needs.” (Sec. 
13(a)(2)).
(3) “No airport and no harbor or port 
terminal, including necessary operating 
equipment, shall be otherwise disposed of 
until it has first been offered . . . for sale 
or lease to the State, political subdivision 
thereof, and any municipality, in which it 
is situated, and to all municipalities in the 
vicinity thereof.” (Sec. 13(c)).
(4) Similar preference is provided in the 
case of power transmission lines, rights of 
way and closed streets. (Secs. 13(d) and (e)).
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(5) States and political subdivisions and 
instrumentalities are given priority over all 
other disposal of property provided in the 
Act except transfers between Federal agen­
cies. (Sec. 13(f)).
(6) Veterans are to be afforded “suitable 
preferences” in the acquisition of the types 
of surplus property useful in establishing 
and maintaining their own small business, 
professional or agricultural enterprises. 
(Sec. 16).
(7) Farmers and farmers’ cooperative as­
sociations are assured of “equal opportu­
nity with others” to purchase surplus prop­
erty. In cases where a shortage of trucks, 
machinery and equipment impairs farm 
production a reasonable portion of the sur­
plus supply will be made available to them. 
(Sec. 17).
(8) Discrimination against small business 
in the disposal, distribution and use of any 
surplus property is prohibited. (Sec. 18).
(9) In the disposal of real property other 
than war housing projects and industrial 
plants preference is given first to the former 
owners, second to tenants of the former 
owners, third to veterans and fourth, in the 
case of property suitable for agricultural 
use, to persons who expect to cultivate the 
land and operate it for a livelihood. In cer­
tain cases the surviving spouse and children 
of a former owner or veteran are also given 
preferences. (Sec. 23).
Such is the devious course which the 
administrators of the Act must plot. 
Conceding without reservation the high 
purpose behind each of the preferences, 
it is reasonable to question whether the 
resulting complexities are consistent 
with another of the stated objectives of 
the Act, which is “to achieve the 
prompt and full utilization of surplus 
property at fair prices to the con­
sumer.” There are indications that 
amendments to the statute will be 
urged at an early date. Is it not appro­
priate to suggest that instead of a com­
plicated system of priorities it would 
be preferable to bind the Surplus Prop­
erty Board to adhere only to the broad 
principles set forth in the Act’s state­
ment of objectives? Flexibility rather 
than rigidity appears to be essential if 
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a prompt, orderly and equitable liqui­
dation of the vast stores of war prop­
erty is to be achieved.
The foregoing review of federal pric­
ing statutes and their administration 
leads to a number of conclusions. First 
it must be conceded from any objec­
tive point of view that the Price Con­
trol Act, the Renegotiation Act and the 
forward-pricing statute have been suc­
cessful in accomplishing their major ob­
jectives. None of them has curtailed in­
dustrial activity or the incentive to pro­
duce. In fact, commodity production 
and corporate earnings have reached an 
all-time high. Only a moderate increase 
in the cost of living has taken place 
over 1939 levels. The direct cost of the 
war, and consequently the public debt, 
has been kept at a figure $70,000,000,- 
000 less than it might have been at the 
present time, had the prices of govern­
ment procurements risen to the levels 
of World War I. Moreover, there is 
every reason to believe that the specter 
of ruinous inventory losses which hung 
over war contractors until the passage 
of the Contract Settlement Act of 1944, 
has now vanished. On the other hand, 
the disposal of surplus war properties 
still presents a serious threat to the wel­
fare of industry, and thus to our na­
tional well-being.
Future Administration of Pricing 
Laws
But what of future pricing policies? 
The Price Control Act does not expire 
until June 30, 1945, and Title VIII re­
mains in effect until the end of the 
global war. The moment Germany is 
eliminated it is a virtual certainty that 
contract terminations will run into bil­
lions of dollars. Such a development 
will pose to the O.P.A. and to the serv­
ices a new and most difficult question. 
At this point proper weight must be 
given to the effect of diminishing vol­
ume on unit costs in fixing fair prices 
for future deliveries.
Practically every branch of industry 
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has experienced during the past two 
years an unexampled demand for its 
products. As production has mounted, 
costs per unit have declined, primarily 
because of more favorable distribution 
of overhead expense. Concurrently 
profits have been influenced favorably 
by operating efficiencies inherent in 
production at capacity levels. It is 
equally certain that as the process of 
expansion reverses itself unit costs will 
rise, and, if sales prices remain con­
stant, profits on corresponding volumes 
of sales will be less than in the ascend­
ant curve of the cycle. Therefore, as 
the demand for war materiel decreases, 
government procurement officers must 
be alive to the increased unit costs 
which will be inescapable under condi­
tions of restricted production. And, at 
the same time O.P.A. officials must rec­
ognize that the over-all margin of profit 
of manufacturers, rather than that re­
alized on any single product, will be 
the most significant element in fair 
pricing.
No business enterprise can long sur­
vive if it makes satisfactory profits on 
one of its products, but its over-all op­
erations show a loss. That is why such 
a grave responsibility is now faced by 
government price-fixing officials. Al­
ready pressure groups are urging that 
the price of consumer goods must be 
maintained at levels of the year 1942 
when the volume of production was 
greater than ever before. Perhaps in 
the case of many items this result is 
possible of accomplishment, but unless 
1942 price levels will assure a reason­
able profit on an industry-wide basis, 
such urgings are sheer folly. Until arti­
ficial restrictions on free competition 
and on the law of supply and demand 
can be lifted, the paramount obliga­
tion of price administrators is to estab­
lish levels which will insure a reason­
able margin of profit; otherwise the in­
herent soundness of our economy and 
thus the well-being of our nation, will 
be undermined.
Government Pricing Policies
During the past two and a half years 
it has been my privilege to hear from 
many hundreds of business executives 
the inspiring story of the manner in 
which American business has responded 
to the call to war. The inventive genius 
and productive ability of our people 
have been combined to produce the 
greatest war machine of all times. Let it 
never be forgotten that this accom­
plishment has been made possible only 
by the initiative, the efficient planning 
and the drive contributed by the indus­
trial leaders of America. Of equal sig­
nificance is the fact that this group, de­
spite the many discouragements of the 
depression years, has demonstrated a 
remarkable spirit of cooperation in re­
spect to wartime control of prices and 
profits.
The speed, efficiency and thorough­
ness of American industry’s conversion 
to a war basis, coupled with the will­
ingness of business executives to accept 
wartime controls in a spirit of added 
contribution toward victory, is a con­
clusive answer to those who would sub­
stitute state socialism in place of our 
traditional economy based upon ade­
quate incentives and rewards.
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Introductory Remarks
By Jackson W. Smart, Illinois, Chairman
Member, Committee on Auditing Procedure, 
American Institute of Accountants
HE GIVEN SUBJECT of OUE discus­
sion this evening is the Histori­
cal vs. Earning Power Concept 
of the Income Statement. However, I
believe that what is to be discussed is 
even more fundamental than this. What 
the speakers have in mind, I am sure, 
is whether it is necessary or not to re­
examine the principles involved in 
compiling the income account from an 
objective viewpoint.
Accounting is still in knee pants, and 
its importance in the social development 
of our modern economy is steadily in­
creasing. I do not think that any of us 
can visualize what the concepts of ac­
counting may be twenty-five years from 
now.
It was not so many years ago that 
accountants, as well as businessmen, 
considered the balance sheet as the all 
important part of financial statements. 
The income account and its method of 
presentation was secondary. Today in 
most instances, and for most purposes, 
the income account is considered at 
least of equal importance with the bal­
ance sheet.
The presentation of an informative 
income account is a much more difficult 
accounting matter than the preparation 
of a balance sheet. In the first place, it 
purports to inform the reader as to ex­
actly how profitable, or otherwise, has 
been the operations of an enterprise for 
a relatively short period of time, i.e., 
three months, six months, or possibly 
a year. Any errors of judgment in com­
piling the income figures or any adjust­
ments applicable to prior periods, 
which were not foreseen and provided 
for, have a much larger effect on the 
income account than on the balance 
sheet accounts. For example, an error 
of $100,000 in inventory valuation, 
which represents only a 5 per cent er­
ror in the balance sheet valuation of 
the inventory, may easily account for a 
50 per cent error in the showing of net 
profits for a short period.
In the foregoing example, the ques­
tion will arise in subsequent periods 
when the error is discovered, whether 
the adjustment of $100,000 should be 
carried in the income account or 
whether the income account for the 
subsequent period should be presented 
properly, on an earning power basis, 
and the adjustment made to surplus. I 
appreciate that perhaps none of us 
make errors, but on the other hand all 
of us are confronted wth situations 
where our judgment, or the judgment 
of the management, has not been per­
fect and a somewhat analogous con­
dition has resulted.
The whole situation is further ag­
gravated by the fact that in the public 
press and financial services current 
earnings are reported as a certain 
amount per share. Obviously, this only 
oversimplifies that which is inherently 
not properly subject to such simplifi­
cation. The accountant is concerned 
with the practical question of how to 
present the earnings of the company in 
such a fashion that a proper under­
standing of the operations of a business 
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will be obtained. Fundamentally, he is 
interested in this so that everyone will 
have confidence in the figures contained 
in the financial statements, and have 
an increasing appreciation of the value 
and necessity of accounting. How can 
this best be accomplished?
The speakers on this program are ex­
amining this problem. I do not know 
whether any of them are satisfied that 
they have all of the answers, but I do 
know that they appreciate the problem 
and are willing to present their view­
points for purposes of discussion.
The Nature of the Problem and Its Background
By Henry T. Chamberlain
Dean, School of Commerce, Loyola University, Chicago 
Member, American Institute of Accountants
The word “versus” which appears
I in the title topic of this session is 
a fighting word, for it always sug­
gests that wide divergence of opinion 
that may be settled only by physical 
combat or by recourse to the courts of 
law. It is a word designed to lure the 
customers to come witness a battle. If 
there are some here this evening for 
whom “versus” has this connotation and 
who have come expecting a battle to the 
death, I warn you that the word is used 
here in its mildest sense. I feel that fail­
ure to make this disclosure may result 
in the omission of information neces­
sary to make the title of this session 
not misleading.
The conflict, if any, in the two con­
cepts of the income statement under 
consideration is the direct result of the 
means of our economic growth. In the 
days of small business units when man­
agement and the owners of capital were 
one, the historical concept of the in­
come statement (or loss and gain ac­
count as it was more often called) was 
the only concept. All realized losses 
and gains, without much refinement in 
classification, found their way to it and 
there were no fine spun theories of 
earning power, earnings per share, capi­
tal gains and losses, extraordinary and 
non-recurring charges and credits to the 
surplus account as opposed to the in­
come account. Only one theory stood 
out and that was conservatism. How­
ever, this doctrine was applied to the 
balance sheet only, to the extent that 
understatement in the balance sheet 
was made a virtue. The fact that under­
statement in the balance sheet resulted 
in unconservative income accounts was 
unimportant because the balance sheet 
was the all important statement. It was 
natural that this condition should pre­
vail, since the owners of capital were 
intimately acquainted with the opera­
tions of the business and were not 
dependent on refined income reporting 
for knowledge of their business. Fur­
ther, government had not injected itself 
into business and almost the only out­
side use made of financial statements 
was for presentation to bankers as sup­
port for short term borrowings. In the 
latter case the banker was interested in 
the balance sheet and particularly in 
the “pounce” or “quick” items shown 
therein.
With the development of the corpora­
tion as the dominant business unit and 
with the demand for immense amounts 
of capital, there came into existence the 
absentee owner, completely divorced 
from management and almost entirely 
dependent on financial statements for 
his information. With this develop­
ment, though it must be admitted 
there was some lag, came the philosophy 
of stewardship. Management and own­
ership were no longer synonymous and 
management must render an account­
ing of its stewardship with sufficient 
clarity and in sufficient detail to enable 
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the absentee owner to decide his course 
of action. A conservative balance sheet 
no longer filled the bill.
The owner of corporate securities is 
interested in a continuing stream of in­
come or capital appreciation or both 
and the yardstick which he applies is 
the ability of the enterprise to earn. 
True, he is interested in futures, but one 
of the means by which he judges the 
future is past performance. To him the 
income statement is of primary interest 
and the balance sheet is relegated to a 
subordinate position. This investor 
point of view was slow seeping through 
to management and the public account­
ing profession, for few of us are so young 
as not to remember what, not many 
years ago, passed for income statements.
When the investor point of view came 
to the surface there was a decided over­
subscription to the earning power con­
cept of the income statement. The in­
come statement was then viewed as a 
report of regularly recurring operations 
completely isolated from non-recurring 
items of whatever nature. The textbook 
writers took up the cudgels and began 
to write of “extraneous” profits and 
losses and taught the doctrine that a 
charge or credit which could not be 
identified with the normal operations 
of the current year was to be relegated 
to the limbo of a surplus account. It be­
came popular to report “earnings per 
share” computed on the earning power 
concept of the income statement with 
the result that the worth of a common 
stock was judged as ten, fifteen or 
twenty times earnings depending on the 
factor most popular at the moment.
I need not review all the arguments 
that have been put forth during the 
past eight or ten years in defense of or 
in opposition to the earning power 
concept. The Journal of Accountancy 
and the Accounting Review and the pa­
pers presented at the annual meetings 
of this Institute and the American Ac­
counting Association contain much de­
bate on the subject. I think it is fair to 
state that the profession has, quite gen­
erally, rejected an earning power con­
cept which is divorced from the his­
torical. If we are to judge from the 
published statements of income, surplus 
charges and credits have—and in my 
judgment rightly so—lost a good deal of 
their popularity. The Committee on 
Accounting Procedure recognized the 
evil of dissociating these charges and 
credits from the income statement and 
recommended the use of the combined 
income and surplus statement, though 
I am not at all sure that the combined 
statement is the answer to the report of 
income. I dislike to see a figure stated as 
“net income” to which we add or from 
which we deduct items that in my opin­
ion belong above the net income figure.
I said that I did not expect this ses­
sion to result in a battle to the death 
because I believe the two points of view 
can be reconciled to a considerable de­
gree. None will deny the responsibility 
which falls on management and ac­
countants to give to investors all the 
information pertaining to the opera­
tions of their company and in the best 
possible and most useful form. To me 
this means a report of income which will 
show management’s and the account­
ant’s best judgment of the results of 
operations from the ordinary activities 
of the enterprise and, under proper 
captions, additions to or deductions 
from this figure for extraordinary items 
to arrive at net income for the period. 
The investor is primarily interested in 
the ability of an enterprise to earn a 
profit from its ordinary operations, and 
to the best of our ability the results of 
ordinary operations should be shown. 
We must recognize, though, that a re­
port of income for a fiscal period is only 
tentative and subject to correction in 
the light of future developments. Many 
of the so-called non-recurring items are 
the result of faulty judgments in the 
computation of net income in prior 
periods but surely this is no reason to 
bar those items forever from the income 
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statement. In fact, if we are interested 
in impressing on users of financial state­
ments the tentative character of those 
statements, I can think of no better 
means to get the message to them than 
the report of these items in the income 
statement. If we regard each fiscal period 
as standing alone and unrelated to the 
past, we can expect the report of income 
to be misinterpreted, In this connection 
we might well adopt the doctrine of 
“accounting recognition,” that is, a 
charge or credit which properly belongs 
to the income of some period and 
through faulty judgment was not recog­
nized in the proper period should be 
reported in the income statement of the 
year in which the item is first given ac­
counting recognition.
I would not have you believe that I 
think that the problem of these two 
concepts of the income statement can be 
solved by the simple expedient of adopt­
ing the two-section income statement. 
Unfortunately, the situation is not that 
simple. I do believe, though, that the 
problem is very largely one of classifica­
tion and description and that many of 
the difficulties would vanish by the gen­
eral adoption of the two-section state­
ment. Other problems relating to the 
methods of reporting federal income 
and excess-profits taxes, particularly the 
use of constructive tax figures in the 
accounts, the use of special charges to 
the income account to offset tax-benefits 
in a particular year and the practice of 
reporting “earnings per share” present 
many difficulties which I am sure will 
be discussed quite fully by other mem­
bers of this panel.
However, at the risk of a slight bit of 
overlapping I should like to comment 
very briefly on the “earnings per share” 
problem. Mr. George O. May, in his 
recent book Financial Accounting, is 
critical of the practice of reporting 
earnings per share and is particularly 
critical of the American Accounting 
Association’s statement of principles 
on this point. I quote the following 
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passage from Mr. May’s book:
“The authors (of the Association’s 
statement of principles) first say that 
the emphasis given to computations of 
earnings per share and to other meas­
ures of corporate performance makes 
necessary a common yardstick. They 
thus imply that a yardstick which will 
serve as a satisfactory measure of cor­
porate performance within the year is 
attainable. But they go on to stress 
the importance of bringing into a single 
statement ‘not only the best possible 
measure of income from ordinary oper­
ations but also gains and losses not al­
ways associated with the transactions of 
a single year.’ Little more than this is 
necessary to show that a satisfactory 
yardstick in the form of a single figure 
of earnings per share is merely an objec­
tive of wishful thinking.” Mr. May 
urges the accounting profession and the 
Securities and Exchange Commission to 
use their influence to abolish the prac­
tice of reporting earnings per share and 
to that campaign I can give my whole­
hearted support. However, in defense 
of the Association’s executive commit­
tee of which I was a member and there­
fore share the responsibilities of author­
ship of the statement of principles, I 
want to say that we attempted to deal 
with a problem created by others and 
in no sense emphasized or advocated by 
the committee. Unlike the traditional 
approach of the academician, we at­
tempted to deal with a condition 
rather than a theory. Further, whether 
accountants approve or not, investors, 
analysts and traders will compute net 
income per share and the committee in 
recommending the inclusion in the in­
come statement of “gains and losses not 
always associated with the transactions 
of a single year” felt that over a period 
of years, net income per share computed 
on the basis suggested would be more 
significant than would per share earn­
ings computed on a figure which ex­
cluded extraordinary items and adjust­
ments relating to prior years.
Historical vs. Earning Power Concept of the Income Statement
Advantages of the 
Historical Income Statement
By Maurice E. Peloubet, New York
Member, Committee on Accounting Procedure,
American Institute of Accountants
W
hile I am sure no accountant 
would wish to limit the genu­
ine usefulness of accounts, I 
do not think it is any service to the ac­
counting profession or to business in 
general to claim that accounting state­
ments can carry out functions which 
cannot, in fact, be fully and adequately 
performed. There are certain condi­
tions or events which income accounts 
for annual or other fixed periods cannot 
hope to reflect accurately. In one cate­
gory may be placed the day-to-day and 
year-to-year transactions where the in­
accuracies and omissions present or in­
herent in the accounts at the beginning 
of a period are roughly of the same na­
ture and extent as those of the closing 
period. Items of this sort are generally 
the result of an effort to put transac­
tions which are not actually closed oh a 
basis of actual closing, with a leaning 
toward conservatism, and of an at­
tempt to provide for losses which have 
not yet taken place but which are in­
herent in transactions already partially 
completed.
The addition of charges for labor and 
overhead to material in an inventory 
is a conservative attempt to anticipate 
the results of manufacturing. The only 
way, generally speaking, that value is 
added to a product by partial processing 
is that it has proceeded a certain dis­
tance on the way to salability. The valu­
ation is based on the assumption that 
the manufacturing process will be satis­
factorily finished and that the sale will 
be made or completed. The so-called 
conservative cost valuation is a sort of 
straddle between ignoring the progress 
toward the final result and recognizing 
it fully.
We know as a matter of fact that if a 
profit is ultimately to be earned on the 
material going through process it has 
been partly earned when the process is 
partly completed. In long term con­
tracts of large amount, in construction 
work, shipbuilding, and the like, this is 
recognized and profit is calculated on 
partly finished work. The reason we do 
not calculate profit on partly processed 
goods in the ordinary manufacturing 
company is not because of any special 
principle of valuation or any great de­
sire for ultimate conservatism; it is 
merely convenient because there is gen­
erally about as much in-process material 
at hand at one end of the year as at the 
other end. As the old saying has it, 
“What we lose on the swings we gain 
on the roundabouts.”
When we come to consider other ex­
penses such as advertising, we find that 
a similar condition exists. No one knows 
exactly how and when business benefits 
from its advertising expenditures, but 
one thing should be certain if the com­
pany is getting anything like value for 
its money and that is that a present ex­
penditure for advertising should bring 
a future benefit. Therefore, any expen­
ditures for advertising made toward the 
close of the year must, in strictness, re­
late to the future period which is bene­
fited. Here, again, the recognition of 
this is entirely a matter of circum­
stances. If a company puts on large and 
expensive advertising campaigns at ir­
regular intervals, advertising expense 
is often spread over several periods. If 
the company has a rather steady pro­
gram under which annual expenditures 
do not vary greatly, expenditures are 
generally charged off in the year in 
which made.
Somewhat similar considerations ap­
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ply to research and experimental ex­
pense. Some large corporations charge 
regular amounts to a provision for 
such activities regardless of the actual 
money spent, while others charge the 
expense as it is incurred. Some compa­
nies carry such expenses forward, some 
write them off within the year. There is 
not much difference in the nature and 
purpose of the expenses. The different 
treatment is largely for convenience in 
preparing accounts for stated periods 
dictated by particular circumstances. As 
a prominent accountant once remarked, 
“If annual accounts were not indispens­
able, they would be indefensible.’’
These difficulties in preparing an ac­
count for a stated period are serious, 
but they are not insuperable and gen­
erally require little more than good 
business sense and sound accounting 
training on which to base the exercise 
of the judgment required. Problems of 
this sort cannot be settled by rigid rules 
or regulations but require the exercise 
of soundly based judgment. This, how­
ever, is not lacking in the profession 
and most annual accounts are suffi­
ciently well prepared to give a fair gen­
eral picture of the operations of an 
enterprise.
There are, however, other difficul­
ties and uncertainties which call for 
different treatment. They cannot be 
dealt with by the same means as those 
by which these real, but not unsolv­
able, questions are resolved. These are 
the adjustments required by sudden 
changes in general economic or po­
litical conditions, physical catastro­
phics occurring shortly after the close of 
an accounting period, violent competi­
tion between industries, the impact of 
new and revolutionary inventions, and 
similar factors. Some of these forces 
operate slowly and over a long period. 
They are seldom recognized for what 
they are until they have announced 
themselves by some great or appalling 
event. It is doubtful whether it is within 
the province of accounts to recognize 
such things in their early stages and it is 
certainly true that this is almost never 
done.
Every natural factor seems to work 
against the recognition of these ap­
proaching losses. If a company had 
made large investments in a foreign 
country for the purpose of exploiting 
one of its natural resources, we would 
hardly expect to find an account on the 
books entitled, “Reserve for possible 
future extortion and expropriation.” 
However, such an account might be, in 
reality, far more necessary than a re­
serve for depreciation or for bad debts. 
Some natural calamities can be guarded 
against by insurance, but there are 
many where this is impossible. It is dif­
ficult to insure against a hazard with 
which no one has had experience.
Many examples of these uncertain 
and long term but, nevertheless, real 
hazards, which cannot be covered in the 
annual accounts, could be given, but 
these should suffice to show that an ac­
count covering a past period cannot 
always be a guide to future income. It 
is, without doubt, the basis for such a 
guide but generally the additions, emen­
dations and qualifications which are 
necessary are of more importance than 
the basic figures themselves.
For all these reasons, the attempt to 
prepare an account for a definite period 
of time in which one group of figures 
are in effect labeled, “Figures to be 
taken into consideration in determining 
future earnings” and another group 
labeled, “Figures which have no signifi­
cance or relation to future earnings,” is 
bound to be misleading. As I have tried 
to show, we cannot take a short period 
in the life of a business and describe ex­
actly what happens within that period, 
no more, no less. If we cannot do that, 
then we cannot always distinguish be­
tween items which definitely and cer­
tainly apply to transactions prior to the 
period. We can and should indicate 
what items occur in the normal course 
of business and what are extraordinary 
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and unusual, but it seems to me im­
proper and misleading to attempt to 
separate these extraordinary and un­
usual items into those which refer to the 
past, as distinguished from those which 
should affect the current period’s opera­
tions.
It may be a rather pessimistic view, 
but I think on reflection all of us will 
agree that what is unusual and unex­
pected is generally bad. Extraordinary 
losses occur with much greater fre­
quency than extraordinary gains or 
profits. This is well expressed in the old 
legal phrase which we see so often in 
bills of lading and insurance policies: 
“an act of God.” According to these doc­
uments God may move in a mysterious 
way but he never moves in a pleasant 
one. Storm, fire, earthquake, hurricane, 
shipwreck—these are the “acts of God” 
which are referred to, and no one would 
possibly think that they would refer to 
a bountiful harvest or a calm sea. We 
are inclined to think of the pleasant and 
beneficent manifestations of nature and 
circumstances as the normal and ex­
pected ones and the unpleasant and 
damaging happenings as those which 
are extraordinary and abnormal.
While we should make every effort to 
prepare accounts which are clear, cor­
rect and comprehensible, we should at 
the same time carefully refrain from 
making claims that they can do more 
than is really possible and we should 
prevent the readers of the accounts, so 
far as we can, from drawing unwar­
ranted inferences from them, particu­
larly concerning the accuracy and re­
liability of an income account prepared 
for a comparatively short period.
There is only one way in which ac­
counts relating to the past can be used 
as guides to the future that is, to make 
certain assumptions, the first of which 
is that all the conditions which existed 
during the period which the accounts 
cover will exist during the period for 
which an estimate of earnings is to be 
made, and the second is that no differ­
ent or new conditions will exist. If past 
figures are not modified when they are 
to be used as indications of the future, 
these assumptions are implicit in any 
statement in which they are used.
Obviously, the shorter the time cov­
ered by the accounts for the individual 
periods the greater will be the tendency 
to error. This seems to point to the only 
satisfactory method of preparing ac­
counts which are to be used as a basis 
for statements and for estimating and 
calculating future earnings, that is a 
series of comparative income accounts 
covering a number of periods shown 
separately and cumulatively.
So far as possible, items relating to 
one period and given effect to in an­
other should be transferred to the 
period to which they apply. It is some­
times convenient in preparing such an 
account to insert cumulative totals so 
that different periods of the company’s 
history may be grouped together as, for 
instance, three years of development 
period, five years of manufacturing 
period or four years of consolidation 
period. The separation of a cumulative 
account into such periods is a matter of 
judgment and fact based entirely on the 
company’s actual history. However, 
when we have arrived at comparative 
income accounts suitably adjusted, we 
are only at the beginning of a statement 
which may be used as a basis for esti­
mating future earnings. Such a state­
ment may be absolutely correct and en­
tirely misleading at the same time. To 
make such a statement reliable, we must 
either give evidence that there is a rea­
sonable probability of the continuance 
of the conditions under which the earn­
ings were made or we should state how 
and to what extent these conditions are 
likely to be modified or may possibly 
be modified.
Many of us remember in the early 
days of the popularity of the automo­
bile that we carried a large bronze cylin­
der on the running board from which 
brass or rubber tubes lead to the head-
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lights of the car to introduce com­
pressed acetylene into the burners. 
Every car was equipped with one of 
these tanks. An elaborate network of 
stations where they could be exchanged 
had been built up. The business showed 
a good profit and there was every reason 
to believe that it would expand with 
the expansion of the market for auto­
mobiles but about the time when this 
business seemed to be at its best satis­
factory electric lighting and starting 
equipment began to be manufactured. 
The accounts of the acetylene gas com­
pany, no matter how carefully prepared 
or averaged, were completely irrelevant 
as guides to the future earnings of the 
company.
The present time is probably a good 
one in which to consider the uncertain­
ties of the future and the unreliability 
of the past as a guide to that future. 
Few wartime income statements have 
any relation at all to demonstrated earn­
ing power or to realized profits. All they 
really show is the impact of an economy 
based on cost and without genuine com­
petition. They are nothing like the past 
and we sincerely hope they will be 
nothing like the future. Their best ser­
vice to the future is to show what should 
be avoided.
Without going into the complexities 
of claims for relief from excess-profits 
tax under Section 722, it is plain, both 
from the fact that such relief has been 
granted and from the rules under 
which it is to be administered, that the 
Treasury Department, first, does not 
think the current results of corporations 
are normal or any reasonable guide to 
the future and, second, realizes that in 
vast numbers of cases in the past the re­
sults have been unrepresentative or un­
reliable. If this were not so, taxpayers 
would not be permitted to adjust their 
base period incomes for factors not 
formerly recognized in the accounts.
The best we can say for accounts of 
the past as guides to the future is that 
when they are carefully prepared and
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properly adjusted, to show as nearly as 
possible the actual results of operations, 
we can then apply various tests and as­
sumptions to them which may produce 
a reliable guide to the future. The at­
tempt to do this through ordinary ac­
counting processes only is dangerous, 
misleading and bound to fail.
I do not believe the antithesis be­
tween the “prospectus” and historical 
type of statement is a genuine one. No 
accountant wishes to go further than a 
statement which shows the transactions 
relating to the period as nearly as may 
be and distinguishes these from trans­
actions clearly relating to other periods. 
Such an account will show what future 
earnings would be if all present condi­
tions existed in the future and if no new 
conditions were anticipated.
The limits of such accounts vary 
widely with different industries. A do­
mestic industry producing consumers’ 
goods, such, for instance, as shoes, will 
show a high degree of stability and we 
can accept properly prepared accounts 
for such an industry with little more 
qualification than a recognition of long 
term trends in wages and prices. The vol­
ume does not vary greatly, the period of 
revolutionary invention in the business 
seems to be passed and we assume that, 
being a domestic industry, there is little 
danger from political action. At the 
other end of the scale, we might place 
an industry engaged, say, in the impor­
tation and fabrication of a material 
produced in a foreign country, the use 
of which is dependent on the continu­
ance of the popularity of certain styles 
and the production of which is confined 
entirely to the one country from which 
it is imported. Here we have the maxi­
mum of uncertainty and instability. 
Satisfactory conditions in the producing 
country would not help the company if 
the styles changed and great demand for 
the product would likewise be of no 
value if political conditions in the 
country prevented the export of the 
material, or if other conditions made
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the transport of the material impossible 
or impracticable. Here the most elabo­
rate statements for past periods would 
be of no practical value in determining 
probable future earnings.
To sum up, unadjusted accounts for 
past years are not generally reliable 
guides to future earnings. Adjusted ac­
counts, where income and expenditures 
are allocated as nearly as possible to the 
year to which they apply, are an indis­
pensable preliminary to a proper “pro­
spectus” statement, but these in them­
selves are valuable only if we can have 
some assurance that the conditions un­
der which the profits were earned in the 
past will continue unchanged in the 
future. Without a description or notifi­
cation of any present factors which will 
affect future operations or of future un­
certainties and contingencies, the ac­
counts of the past, no matter how well 
prepared, are not a safe or certain, or 
even approximate, guide to the future.
Probably what is in the minds of 
those who attempt to distinguish be­
tween the “prospectus” and the histori­
cal account is the difference between 
such an account, which can easily and 
readily be used as the basis for some 
other statement on which a judgment 
of the earning power of a company can 
be formed, and an account prepared in 
such a manner that restatement and ad­
justment for this purpose is difficult or 
impossible. No one, I think, would 
argue in favor of the second type of 
account.
Present tendencies seem to favor the 
preparation of annual accounts which 
can be combined over a reasonably long 
period into a statement which may be 
used as a basis for judgment of future 
earnings. In other days items of an un­
usual nature, particularly those which 
appeared to relate to past periods, 
would have been termed “surplus ad­
justments” and entered directly in the 
surplus account. Present practice, not 
entirely universal, is to carry practically 
all items through the income account 
except those resulting from capital 
transactions or items so large and im­
portant that they, in effect, constitute 
a restatement of the company’s position 
or a reorganization. The purpose is to 
have every item referring to operations 
reflected at some time in some income 
account. Accounts of this nature prop­
erly drawn up will provide the means 
for preparing comparative or cumula­
tive accounts covering a number of 
years in which the various items will be 
properly allocated in a manner which 
would not have been possible at the 
time the individual accounts were pre­
pared. If the unusual and extraordinary 
items had been put through as surplus 
adjustments, correct restatement of the 
accounts, while it would have been 
more difficult, would not have been im­
possible, but the totals of the restated 
accounts would not have agreed with 
cumulative totals of the individual in­
come accounts. This is undesirable as 
it may cast doubt on the company’s ac­
counting policies and always requires 
explanation.
A survey of published accounts for 
the year 1943 indicates great diversity 
of practice in the position and grouping 
of the items. The treatment of all but 
the most extraordinary items through 
the income account rather than as di­
rect charges to surplus is general prac­
tice. It is clear that there is dissatisfac­
tion with the forms of income account 
previously in use. How much of the 
forms now being worked out and ex­
perimented with will be finally adopted 
is a question but it would seem that the 
account which includes all possible 
items but distinguishes between those 
relating to the normal current opera­
tions and extraordinary or abnormal 
items is probably the most acceptable 
form and is certainly the most suscep­
tible to combination in an extended or 
cumulative account which alone can 
give any reliable accounting back­
ground for any forecast or estimate of 
earnings.
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The subject for discussion is
 “Historical vs. Earning Power 
  Concept of the Income State­
ment” and I have been appointed advo­
cate of the Earning Power concept. The 
first requirement of any consideration 
of this subject would seem to be an 
understanding of what is meant by 
“Earning Power.” The term might be 
defined as the computed monetary re­
sults based on the capacity of an enter­
prise to produce and market goods or 
services under certain assumed or esti­
mated conditions for a given period of 
time. In this sense it would represent 
either a mathematical abstraction or an 
economic forecast and could not be re­
garded as a product of the accounting 
process. For the purposes of this dis­
cussion, it is assumed that the earning 
power concept does not have the fore­
going meaning, but rather that it means 
the presentation of the realized results 
of operations in such a manner as will 
be useful as an indication of the earn­
ing capacity of the enterprise under the 
conditions which prevailed during the 
fiscal period. The history of business 
enterprises includes all manner of 
events and transactions, including 
things suffered as well as things done. 
Many are related to performance of 
management, while others are wholly 
beyond its control. Many are recurring 
and related to ordinary operations, 
while others are non-recurring and un­
related to such operations. The earning 
power concept would necessarily reflect 
all of the events which have occurred, 
but it would require a logical segrega­
tion of the items and sufficient disclos­
ures and explanations in order to assign 
appropriate significance to the histori­
cal facts for the information of the 
reader who is interested in the present 
and the future as well as the past.
On the basis of this meaning, there 
is no necessary conflict between the his­
torical and the earning power concepts 
of the income statement. Possibly the 
boundaries of the controversy, if any 
exists, relating to the income statement 
would be more clearly delineated if the 
subject were restated in the form of the 
following question:
“How far should the prospectus view­
point be adopted in the preparation 
of income statements to be included in 
annual reports to stockholders and 
creditors?”
Before proceeding with the specific 
question at issue, I should like to give 
a few general remarks which may be 
helpful to a consideration of the atti­
tude which should prevail in the pres­
entation of financial statements.
The major developments in the eco­
nomic or business structure of our 
country since the beginning of the 
twentieth century have been the use of 
the corporation as the prevalent form 
of business organization, the separation 
of the beneficial ownership from the ac­
tive managements, and the extension of 
governmental regulation over business 
activities. Accounting has played an 
increasingly important role in these de­
velopments. It is probably not an over­
statement to say that the large and com­
plex business organizations which are 
national and even world-wide in scope 
of operations would not have been pos­
sible without the information and con­
trol supplied by the accounting process.
The field of accounting is divided 
into two major sectors: private or cor­
porate accounting and public account­
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ing, both of which are concerned with 
meeting the needs of management, own­
ership and the government. The dis­
tinctive feature of the public accounting 
profession is its independence in rela­
tion to all interests—management, own­
ership and the government. The strict 
maintenance of this independence to 
all parties is the foundation for the 
performance of our principal account­
ing function, which is reporting on the 
financial position and results of opera­
tion of business enterprises.
It has been well stated that “Finan­
cial accounting is now generally recog­
nized as being primarily historical in 
character and as having for its most im­
portant function the extraction and 
presentation of the essence of the finan­
cial experience of businesses, so that de­
cisions affecting the present and the 
future may be taken in the light of the 
past.”* If there is general agreement as 
to this basic purpose of accounting, 
then it would seem that our problem 
consists merely in deciding whether the 
presentation of financial statements 
from a prospectus viewpoint is the most 
effective way of focusing the light of 
past experience in a manner which will 
be of maximum usefulness to the for­
mulation of decisions affecting the pres­
ent and future.
*George O. May in the foreword of his book 
Financial Accounting.
In this connection, it is important to 
consider who has the greatest need for 
more comprehensive information. The 
management already has all of the in­
formation or it has the facilities for pro­
ducing it through its own internal 
operating and financial reports. The 
governmental agencies have the author­
ity to require such information as they 
may consider necessary or desirable in 
annual or more frequent reports, and no 
one has recently accused them of being 
parsimonious in their requests. The 
only group not being furnished, in 
many instances, with adequate informa­
tion is the absentee owners of capital, 
which includes both bondholders and 
stockholders. It is recognized that the 
annual Form 10-K and other reports 
filed with the Securities and Exchange 
Commission are available to the public, 
but very few individual investors will 
incur the inconvenience and expense in 
order to obtain this more complete 
information.
I believe investors, particularly small 
investors, are entitled to a better ser­
vice, and that management should 
recognize the responsibility of furnish­
ing all the information in stockhold­
ers’ reports which is reasonably neces­
sary as a basis for decision by the in­
vestors to hold, sell or buy additional 
securities of the corporation. The pub­
lic accounting profession should assume 
the leadership in bringing about a more 
general understanding of this obliga­
tion. There is too great a tendency to 
regard the investors of a particular 
enterprise as a fixed, or at least a slowly 
changing group of investors, which is 
generally well informed with respect to 
the affairs of the enterprise. On the con­
trary, detailed studies will generally 
indicate a rapid rate of change in stock­
holders, which means that to a consid­
erable extent a new group of investors 
is being dealt with in each successive 
annual report. The need for compre­
hensive statements of income is gen­
erally recognized in the public offering 
of securities through investment bank­
ing channels, regardless of whether the 
offering is to new or old investors. How 
can the need be any less to the individ­
ual investor who happens to be using 
the facilities of the stock exchanges or 
over-the-counter markets? It would 
seem clear that the need is even greater 
because both buyer and seller require 
comprehensive information as a basis 
for reasonably intelligent decisions.
Commendable improvements have 
been made in published financial state­
ments of many corporations during the 
past several years and the public ac­
counting profession is entitled to much 
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credit for its constructive influence in 
this forward movement. However, 
many companies have been backward 
in adopting modern standards of pres­
entation. It is doubtful whether a ma­
jority of corporations have yet reached 
the standards suggested by the com­
mittee of the American Institute of 
Accountants in its correspondence with 
the New York Stock Exchange in 1932, 
which is a lapse of twelve years. The 
principal standards not yet generally 
attained are definitive statements of ac­
counting principles or rules followed 
in the accounts and more comprehen­
sive statements of income.
Recognizing that the rules and prac­
tices of accounting are derived to a 
greater extent from experience than 
from logic, the general consideration of 
the basis for presentation of the income 
statement may be better advanced by a 
discussion of certain specific points for 
suggested improvement. Before doing 
so, I wish to reiterate that the adoption 
of the prospectus viewpoint does not 
change in any way the essential histori­
cal character of the income statement. 
It merely changes the emphasis. Fur­
thermore, it is not suggested that the 
financial statements included in stock­
holders’ reports be encumbered with 
non-essential data in order to be in 
strict compliance with SEC registra­
tion instructions. The prospectus view­
point should be understood to mean 
the presentation of all information and 
explanations reasonably required to 
make the statements not misleading as 
a report on past operations, recognizing 
that investors must use the data in 
reaching present and future decisions. 
Since future expectation of income is 
the principal foundation of economic 
present value, essential interpretative 
information should be given of any 
items in the past income statement 
which it is definitely known will have a 
materially different effect in the future. 
This interpretative data in the state­
ment of income should be limited to 
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ascertainable facts and, of course, 
should not include matters of specula­
tion or prediction.
One of the major suggestions made 
to the New York Stock Exchange by the 
Institute committee was:
“To ask each listed corporation to 
cause a statement of the methods of ac­
counting and reporting employed by it 
to be formulated in sufficient detail to 
be a guide to its accounting depart­
ment; to have such statement adopted 
by its board so as to be binding on its 
accounting officers; and to furnish such 
statement to the Exchange and make it 
available to any stockholder on request 
and upon payment, if desired, of a 
reasonable fee.”
The Stock Exchange has steadily in­
creased its requirements as to disclosure 
of accounting procedures in listing 
statements, but neither the Exchange, 
the SEC nor the accounting profession 
has fully implemented this proposal. 
Let us indulge in a little inventory work 
in our own backyard by asking our­
selves what percentage of audit work­
ing papers contain a clear-cut statement 
of the major accounting policies of the 
corporation? It would seem to be high 
time that we made full utilization of 
this type of information for improve­
ment in the accounts and financial 
statements. In this connection, I would 
suggest that the recommendation of the 
committee in 1932 be broadened to the 
point of including a summarized state­
ment of the major accounting policies 
of the corporation in all annual reports 
to stockholders.
With respect to the form of income 
statements, it seems to me that there are 
many advantages in the use of the natu­
ral classifications of income and ex­
pense as recently developed in the 
reports of U. S. Steel, Nash-Kelvinator, 
United Aircraft and others. The divid­
ing line between cost of sales, selling 
and administrative expense varies 
greatly between different corporations 
and the natural classification previously 
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mentioned would appear to offer a 
better basis for comparison of the re­
sults of different corporations and also 
of the changes in results of the same 
corporation over a period of time. It is 
believed that the income statement 
would be of greater usefulness if the 
data were shown in two major sections, 
the first of which would present ordi­
nary operations, and the second would 
include all other items of income or 
expense, such as profits or losses on sale 
of capital assets, major items of non­
recurring income and expense, and ma­
jor items or adjustments applicable to 
prior periods. It should be understood 
that the last item does not refer to the 
usual lap-over of income and expense, 
which is largely offsetting and of no 
relative importance. In cases where 
there are no extraordinary items, there 
would, of course, be only one section or 
a single-step income statement.
With respect to the suggested segre­
gation of ordinary results of operations 
and extraordinary items, it is interest­
ing to note the following suggestions 
which were contained in the memoran­
dum submitted by the Institute of 
Chartered Accountants in England and 
Wales in December, 1943 in connection 
with proposed amendments to the 
English Companies Act:
“A profit-and-loss account should give 
a fair indication of the earnings of the 
year or should disclose any material re­
spects in which it includes extraneous 
or nonrecurrent items or items of an 
exceptional nature. Such a fair indica­
tion implies substantial uniformity in 
the accounting principles applied as be­
tween successive accounting periods; 
any change of a material nature, such as 
a radical change in the basis of stock 
valuation, or in the method of provid­
ing for depreciation or taxation, should 
be disclosed in the account if its effect 
distorts materially the results for the 
year.
“The Institute suggests that, except 
so far as may be apparent from informa­
tion given in the account, the profit- 
and-loss account which every company 
is required to submit should be so 
drawn up as to exhibit a fair presenta­
tion of the profit or loss of the company 
for the year or other financial period 
which it covers. The account should 
disclose any material respect in which 
it falls short owing to (a) the omission 
of any item relative to, or the inclusion 
of any item not relative to, the results 
of the period, or (b) the inclusion of 
items of a nonrecurrent or exceptional 
nature, or (c) the application of ac­
counting principles different from those 
applied in preparing the accounts of 
the preceding period.”
The memorandum also enumerated cer­
tain minimum disclosures relating to 
particular types of items. I believe that 
for many years accounting practice in 
America with respect to income state­
ments in stockholders’ reports has been 
in advance of the English practice. 
However, if the recommendations in 
the English Institute’s memorandum 
are placed in effect, the differential will 
be more than overcome.
In the American Institute commit­
tee’s report to the Stock Exchange in 
1932 it was stated:
“It is probably fairly well recognized 
by intelligent investors today that the 
earning capacity is the fact of crucial 
importance in the valuation of an in­
dustrial enterprise, and that therefore 
the income account is usually far more 
important than the balance-sheet. In 
point of fact, the changes in the bal­
ance-sheets from year to year are usu­
ally more significant than the balance- 
sheets themselves.
“The development of accounting con­
ventions has, consciously or uncon­
sciously, been in the main based on an 
acceptance of this proposition. As a 
rule, the first objective has been to se­
cure a proper charge or credit to the 
income account for the year, and in 
general the presumption has been that 
once this is achieved the residual 
amount of the expenditure or the re­
ceipt could properly find its place in 
the balance-sheet at the close of the 
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period, the principal exception being 
the rule calling for reduction of inven­
tories to market value if that is below 
cost. But if the income account is to 
be really valuable to the investor, it 
must be presented in such a way as to 
constitute to the fullest possible extent 
an indication of the earning capacity 
of the business during the period to 
which it relates. This Committee feels 
that the direction of the principal ef­
forts of the Exchange to improve the 
accounting reports furnished by cor­
porations to their stockholders should 
be towards making the income account 
more and more valuable as an indica­
tion of earning capacity.”
It seems clear that the only prac­
ticable way of meeting the purpose 
stated by the committee is by having 
a segregation of ordinary operations 
and extraordinary items as previously 
suggested. Such a segregation was called 
for, in substance, in Exhibit II of the 
Institute committee’s correspondence 
in 1932 and also was suggested in a re­
port prepared in 1941 by the executive 
committee of the American Account­
ing Association. The latter report went 
so far as to suggest the presentation of 
operating results by departments in or­
der to show the principal sources of 
income. While the latter suggestion 
would appear to be impracticable in 
most instances, I believe that under cer­
tain circumstances highly unfavorable 
departmental results should be dis­
closed as a matter of material signifi­
cance.
The division of the income statement 
into two sections immediately raises the 
question of treatment of items which 
are jointly applicable to ordinary oper­
ations and to the extraordinary trans­
actions. The most troublesome illus­
trations are probably the so-called 
federal income and excess-profits taxes. 
The treatment of these taxes in pub­
lished financial statements has received 
a great deal of attention during the 
past several months by the Committee 
on Accounting Procedure of the Insti­
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tute and also, I understand, by the staff 
of the Securities and Exchange Com­
mission. Inasmuch as the matter is re­
ceiving such competent attention, I 
should probably avoid the issue pend­
ing their final consideration. However, 
such a course would leave an irrepar­
able break in the line of our discussion, 
and, therefore, with many misgivings, I 
shall proceed even though it be con­
trary to the proverbial wisdom of the 
angels.
Federal income and excess-profits 
taxes applicable to corporations have 
lost completely any semblance of a dis­
tribution of or participation in net in­
come. It is frankly admitted even in 
the deliberations of the legislative com­
mittees that these taxes are disguised 
under assumed names and in reality 
they are excise taxes for the privilege 
of doing business. It is true that they 
are based on gross sales or income less 
costs and other deductions all as defined 
or determined by the statutes and reg­
ulations, but taxable net income is dis­
tinguished by its differences from the 
business concepts of net income rather 
than by its similarities. Adherence to 
generally accepted accounting princi­
ples may require the distribution of 
credits and charges, which are taxable 
in a given year, to the current income 
or expense accounts, to surplus, to re­
serves, to deferred charges or to fixed 
assets, depending on the nature of the 
items and the company’s past account­
ing practice. The mere statement of 
these conditions would seem sufficient 
demonstration of the basis for two con­
clusions: first, that the presentation of 
a balance of income before income and 
excess-profits taxes is of no significance 
and, second, where there are substan­
tial amounts of taxable income or de­
ductions which are distributable to 
other accounts than current income and 
expense accounts, sound principles of 
cost accounting require appropriate al­
location of income and excess-profits 
taxes to the same accounts.
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Having in mind the previous sugges­
tion that income statements should pre­
sent the results of ordinary operations 
in a separate section from extraordi­
nary items, the following suggestions 
are made with respect to the treatment 
of federal income and excess-profits 
taxes:
(1) In the section dealing with ordinary 
operations, the provision for in­
come and excess-profits taxes should 
be the total provisions plus or 
minus the appropriate allocations 
of such taxes to the taxable items 
included in the section of the in­
come statement showing extraordi­
nary transactions or included in 
other accounts. Thus the provision 
in this section would be reasonably 
coordinated with the ordinary re­
sults of operations in such a way 
as to constitute a valuable demon­
stration of the earning capacity of 
the enterprise under the conditions 
which existed during the fiscal pe­
riod.
(2) The section of the income state­
ment dealing with extraordinary 
transactions should include the ap­
propriate allocation of provisions 
for income and excess-profits taxes 
(whether credit or charge) to rea­
sonably measure the effect on taxes 
of the items included in this sec­
tion. In this connection the provi­
sion may ordinarily be shown as 
one amount for the entire sectiom
(3) Where a substantial item of income 
or deduction taxable in the current 
year, for example a war loss, has 
been accounted for through income 
in a previous year, it is suggested 
that the tax provision applicable 
thereto be included as a separate 
item in the section for extraordi­
nary transactions. The same treat­
ment is suggested for additional 
taxes and refunds applicable to 
prior periods and for refunds 
claimed and tax reductions due to 
carry-back and carry-forward of 
losses and unused excess-profits 
credits.
(4) Where substantial items, taxable in 
the current year, are properly dis­
tributable to reserves, deferred 
charges or fixed assets, an appro­
priate portion of the current pro­
visions for income and excess-profits 
taxes should be allocated to such 
accounts.
(5) If material items are properly cred­
ited or charged to surplus instead 
of profit and loss accounts, trans­
fers of the applicable income and 
excess-profits tax provisions should 
likewise be made to surplus ac­
count. In this connection, excep­
tions should be made as to the tax 
reductions attributable to annual 
preferred dividends of public util­
ities, and to recurring items such 
as differences in depreciation or de­
pletion which it might be claimed 
are in effect credited or charged to 
surplus through the clearance of 
net income. The income and excess 
profits effect of these items should 
remain in the provisions applicable 
to the ordinary income section.
Careful reflection will indicate that 
practically every account shown in the 
statement of income is the result of 
many allocations. For example, if the 
natural classification is used, the item 
for wages and salaries would not rep­
resent the total amount of the payroll 
for the year and the same is true for 
materials and supplies, general taxes, 
etc. It is difficult to see any justification 
for taking a position that income taxes 
should be the one and only exemption 
from allocation methods. In fact there 
is more reason for allocation of income 
taxes than most other overheads be­
cause of the more direct cause and ef­
fect relationship of such taxes to many 
of the extraordinary transactions.
A striking illustration of the neces­
sity of allocating income taxes is af­
forded in the recent prospectus of Ohio 
Edison Company. In this instance a 
substantial proportion of an investment 
in notes of an affiliated company, which 
had been charged against capital sur­
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plus in 1930, became a realized tax loss 
in 1943. Such loss was sufficient to elim­
inate the payment of any income and 
excess-profits taxes for the year, which 
otherwise would have amounted to 
$5,500,000. With no deduction for taxes 
the income available for bond interest 
would have been almost doubled and 
the net income would have been almost 
trebled in relation to the earning ca­
pacity of the company. Under such cir­
cumstances, sound accounting practice 
obviously requires a constructive tax 
charge against income and a corre­
sponding credit to capital surplus, 
which practice was followed by the 
company.
Inasmuch as the primary purpose of 
allocating taxes is to obtain an income 
statement which will be more valuable 
as an indication of earning capacity, it 
seems clear that the incremental basis, 
as distinguished from the average or 
allocation basis, should be used in the 
apportionment of income and excess­
profits taxes as between the ordinary 
results of operations and the extraor­
dinary transactions included in the sec­
ond section of the income statement or 
distributed to other accounts. By as­
signing to the extraordinary transac­
tions the effects of the top bracket rates, 
the provisions for income and excess­
profits taxes in the ordinary results of 
operations will represent the taxes 
which would have been payable if the 
extraordinary transactions had not oc­
curred. In apportioning income and 
excess-profits taxes among the different 
categories of extraordinary transactions, 
such transactions should be regarded as 
a whole and items charged to surplus 
should carry the same rate of tax as 
items included in the second section 
of the income statement. If the total 
provision for income and excess-profits 
taxes for the year is regarded as an 
items of material significance, it may 
be shown in a footnote to the income 
statement.
The tremendous growth of wealth 
during the relatively short history of 
our country, due to the rapid develop­
ment of natural resources and the great 
increase in population, has resulted in 
an undue emphasis on capital gains 
with a corresponding negligence toward 
demonstrated earning capacity. Having 
reached a more mature stage of eco­
nomic development, there is a great 
need for an educational program which 
will promote among investors a better 
appreciation of the importance of earn­
ings demonstrated over a long period 
of time. It is believed that a substantial 
step would be taken in this direction 
by presenting income statements for a 
five-year period in the annual state­
ments to stockholders. Several progres­
sive companies are already following 
this commendable practice. A further 
measure in this direction would be the 
discontinuance of published reports of 
monthly or quarterly operations and 
the substitution of interim reports for 
the twelve months ended at the interim 
date. The adoption of a longer term 
investment viewpoint would tend to 
curb speculative excesses and thereby 
improve the economic stability of our 
country.
There is much justified criticism of 
the use, or perhaps the abuse, of earn­
ings per share figures in the financial 
community. It might be urged that no 
earnings per share figures should even 
be shown in interim or annual reports. 
However, it seems to me that the habit 
is too firmly established to be overcome 
by repressive measures and, therefore, 
it is suggested that more than one earn­
ings per share figure be given in order 
that no single figure may be enthroned 
by the investing public. This should 
be done by showing earnings per share 
of the results of ordinary operations of 
the business as set forth in the sug­
gested first section of the income state­
ment, as well as the earnings per share 
of the final net income for the year 
after inclusion of the extraordinary 
transactions in the second section of the 
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income statement. Over a period of 
time it is to be hoped that the former 
figures would be considered more sig­
nificant than the latter as an indication 
of earning capacity. Furthermore, by 
showing both sets of figures for a full 
five years, the trend demonstrated 
might be of even greater usefulness in 
the formulation of decisions than the 
per share amounts themselves.
The suggestion of the two major sec­
tions for the income statement may 
raise the question whether all extraor­
dinary items should not be carried in 
the second section and thereby prohibit 
any further charges or credits to sur­
plus except dividend distributions. Al­
though I am greatly in favor of the re­
cent trend toward restriction of charges 
and credits to surplus, it seems unwise 
to advocate the absolute prohibition 
of such items. There are many instances 
where an extraordinary item is so large 
and so remote from the results of op­
eration of the current year that the 
inclusion even in the extraordinary sec­
tion of the income statement might be 
misleading.
There are many other points which 
might be developed relating to im­
provement in the presentation of in­
come statements. Specific illustrations 
might be given of particularly informa­
tive methods of presentation and of 
others which are not so good. Many 
paragraphs could be devoted to the 
proper and improper use of footnotes. 
It is believed, however, that it is un­
necessary to further labor the point at 
issue. As members of the public ac­
counting profession, you know how to 
prepare income statements and you 
know the difference between the gen­
eral approach when you have a regis­
tration statement or prospectus and 
when you are dealing with the regular 
annual report to stockholders. Most of 
you are also investors in enterprises 
other than your own clients. As ordi­
nary investors I ask you to consider 
whether the adoption of the sugges­
tions previously submitted would fur­
nish a more useful basis for intelligent 
decisions with respect to your invest­
ments. If the answer from the view­
point of investors is affirmative, then 
there can be no further doubt as to our 
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ncome statements required to be 
filed with the Commission under 
the 1933 and 1934 Acts are not ob­
tained to gratify a desire on the part of 
the Commission for information as to 
the business of publicly-owned com­
panies. Financial data is required un­
der these Acts in order to get informa­
tion for investors and to get it under 
sanctions and administrative review de­
signed to secure a degree of reliability 
and informativeness that was unfortu­
nately not attained theretofore. In ad­
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ministering these Acts the policy has 
been to prescribe, for the most part, 
broad standards rather than detailed, 
rigid rules and forms; to encourage rec­
ognition of the circumstances and pe­
culiarities of particular business. In 
short, to avoid the Procrustean bed.
Quite naturally, however, there are 
some precise requests for specific infor­
mation. The general permission con­
tained in Rule 3-01 of Regulation S-X 
to adapt the form, order and content of 
statements to the business is not to be 
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construed as authority for omitting spe­
cific items called for by the rules. As a 
result, proposals for new or revised 
forms of statements that would omit 
data specifically called for cannot be 
put into practice, so far as filings with 
the Commission are concerned, without 
revision of the existing rules.
With this as a background, I turn 
to an exploration of the income state­
ment. The preceding speakers have 
ably outlined a large part of the cur­
rent thinking about the basic princi­
ples underlying the income statement. 
To a considerable degree they have 
seemed to be in agreement, so much 
so that their differences may appear mi­
nor rather than basic, a matter of em­
phasis rather than substance. On the 
level of theoretical discussion this is 
perhaps so; at the level of case by case 
application I think the differences be­
tween the “historical” and the “earning 
power” approach are marked and of 
fundamental importance.
There can be little doubt that in­
vestors are more interested in the fu­
ture than in the past. In their efforts to 
forecast the future they are, however, 
wholly dependent on the events of the 
past as a start for appraising the future. 
To serve that end satisfactorily, the 
financial record of the past clearly 
ought to be so cast up as to be as help­
ful a guide to the future as possible. So 
far everyone is in agreement. But here 
the two approaches diverge. Those sup­
porting the earning power or earning 
capacity approach attach to manage­
ment and their accountants the duty of 
arriving at a figure for annual income 
or loss which in their opinion is a fair 
measure of the results of the regular 
operations for the year. The more radi­
cal of these would even exclude from 
the income statement the effects of any 
and all events which in their opinion 
were not involved in or part of the reg­
ular operations of the year’s business. 
However, most of them, perhaps, 
would cause some part of these items 
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to be put in a final section of the in­
come statement following the item of 
net income from regular operations. 
Those who support the historical ap­
proach would, on the other hand, re­
quire almost all events of the year in­
volving a profit or loss to the company 
to be reflected in the profit and loss 
statement. They would place upon 
management and their accountants the 
duty of full disclosure, of describing 
and classifying the items in such a way 
as to make clear their ordinary or ex­
traordinary nature, but they would not 
require or invite, as a part of the state­
ment, a representation that there was a 
figure of “net earnings for the year from 
regular operations” that somehow was 
to be considered of more importance, 
or more permanence, or more realness 
than the final net profit or loss after 
taking into account all transactions in­
volving a profit or loss.
The earning capacity approach has 
a good deal to recommend it, as Mr. 
Grady has so forcefully pointed out. 
Certainly, management and its ac­
countants are often in the best position 
to judge the likelihood of recurrence of 
certain events. They clearly will know 
why an unusual transaction was en­
tered into—for example, a bond refund­
ing or a sale of property. They prob­
ably have the best available informa­
tion as to impending corporate events. 
In short, they are in a preferred posi­
tion to gauge the bearing of general 
and special factors on the particular 
business.
On the other hand, the concept of an 
earning capacity figure derived exclu­
sively from the regular operations of 
the year is subject to some very impor­
tant and inherent weaknesses. As Mr. 
Peloubet has implied, non-recurring 
and extraordinary items do have a bear­
ing on estimates of future earnings. In­
deed, a very large part of these so-called 
non-recurring items are merely items 
that either were not or could not be 
allocated to the regular operations of
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any particular year. Emphasis of an 
“earning capacity” figure which by hy­
pothesis excludes the effects of such 
items glosses over one of the major lim­
itations of the accounting process and 
in the long run may bring it into dis­
repute. The barest reference to the ac­
counting practices of earlier years will 
call to mind almost innumerable cases 
in which earnings were reported year 
after year by companies which never 
seemed to be able to pay dividends or 
to accumulate an earned surplus. And 
there will continue to be such situa­
tions as long as accountants are liberal 
in excluding items from the income 
statement and support propositions 
such as these: that prospective losses on 
investments and long-term assets need 
be given no current recognition what­
ever and that any realized losses on sale 
of such assets may go to surplus because 
they are “unusual” or are “allocable to 
past years.”
One of the major arguments relied 
upon by those who advocate the earn­
ing capacity approach is that “the aver­
age investor looks only at the final 
figure of net income for the year” or 
indeed “only at the published figure of 
net earnings per share.” From this pre­
mise the conclusion is drawn that it is 
necessary, to avoid misconceptions, to 
arrive at a figure of net income for the 
year that is “representative,” that is not 
affected by profits or losses or events 
which in the judgment of the manage­
ment and its accountants are extraordi­
nary or non-recurrent. In passing, it 
may be noted that from such a stand it 
is but a short step to another and 
clearly outlawed area—equalized earn­
ings. Even avoiding that step, the 
soundness of the conclusion is very de­
batable. Earning capacity is not in fact 
a succession of normal or regular years, 
but the result of a series of years 
whether normal or abnormal.
A succession of “normalized” or “reg­
ularized” net incomes particularly when 
the investor is assumed to look only at 
the Income Statement 
the final figure shown for regular an­
nual net income cannot fail to give the 
impression that earnings may be ex­
pected to be regular; of indefinite du­
ration and of a given size. And the 
more regularized is each year’s income 
the more clear cut is that impression. 
Consequently, normalization, that is, 
the omission of chronic abnormalities, 
actually is deceptive in two respects—it 
tends to give an undue impression of 
regular, recurrent earnings and it dis­
courages or prevents the investor from 
making his own appraisal of what is 
“abnormal” and what is not.
Finally, the “earning capacity” ap­
proach invites a pretty wide and treach­
erous group of adjustments or alloca­
tions. Grant that a decision can be 
logically made that a sale of unused 
real estate—even though acquired for 
the business and subsequently dis­
carded—is non-recurrent. Grant that the 
loss on sale of a subsidiary is not wholly 
due to or part of this year’s operations. 
Grant that there will not be a refund­
ing of bonds every year, nor will there 
often an uninsured plant burn down. 
Nevertheless, all of these events are a 
part of the corporate activities. They 
did occur in a particular year. Deci­
sions involving such events were not 
reached in a vacuum, or in contempla­
tion of only one of the interrelated fac­
tors. To illustrate, the rate of taxes is 
involved in a decision to sell at a loss— 
but so is the fact that there is expected 
to be a very large taxable income. How 
then can one adamantly say that a tax 
saving is attributable to the loss? Why 
not say a good deal more simply and, I 
think, logically, that an unusual loss 
was taken at a time when profits were 
unusually large? What is wrong or mis­
leading or unrealistic in netting the 
two and showing the tax as levied on 
the balance, the effective income for 
the year? It seems to me that only on 
the basis of many arbitrary assumptions 
can we pull apart the skein of the year’s 
activities and events so as to isolate a
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particular transaction and say with as­
surance “here is something that had no 
relation to the rest of the year’s activi­
ties and can be excluded.’’ Particularly 
today it seems to me we might well 
think about taxes and the so-called tax 
savings somewhat as follows: “This 
year’s revenues are unusual; this year’s 
profits are unusual; this year’s tax rates 
are unusual; as a result an unusual loss 
or transaction was put through and 
there results an unusual tax savings 
due to unusual tax rates due to the 
unusual profits of an unusual year.”
To sum up, it is my personal feeling 
on the evidence so far presented that 
the historical approach is in general 
more realistic, more useful and in the 
long run less deceptive. Mere adoption 
of either approach, however, does not 
end the problem of the income state­
ment. Under either view much remains 
to be done with respect to such prob­
lems as these:
(1) What can be done to provide a work­
able accounting mechanism to give current 
recognition to long-term losses?
(2) What can be done in accounting to 
disclose the effect of abnormal conditions 
on the regular operations section of the in­
come statement—as an illustration, consider 
maintenance, which today in dollar volume 
may be proportionate to previous years but 
which may nevertheless be definitely sub­
standard in a physical sense.
(8) What should be done, accountingwise, 
to give recognition in the publication of 
statements to the foreseeable effect on the 
future of current events that were not effec­
tive in the period covered by the statements?  
(4) Is the form of income statement now 
generally used physically satisfactory, and, 
if not, does the so-called single-step form 
really offer any promise of being more un­
derstandable and subject to less miscon­
struction because it contains no analytical 
subtotals or balances?
(5) Should statements for use by investors 
be socialized—that is, should they, for finan­
cial and investment purposes, reflect the 
division of costs by social categories—labor, 
capital, and government?
The problem of the income state­
ment is not so different from that of 
the map maker. A 16th century map 
bears little resemblance to its present 
day counterpart. And a flat map is sur­
prisingly little like a modern air map. 
No doubt draftsmen of 16th century 
maps indulged themselves in much ar­
gument as to the proper reflection of 
the information available to them. 
Doubtless they accepted slowly and cau­
tiously, even reluctantly, new evidence 
as to what the facts really were. No 
doubt today many schooled in the usual 
flat maps refuse to believe that air maps 
present a “true” picture.
Accountants find themselves in some­
what the same position. One of the 
most difficult tasks is to sort a group of 
conflicting suggestions into those which 
represent progress and those which do 
not, and then to overcome caution and 
inertia to the extent necessary to adopt 
them. This meeting is a part of that 
process.
Historical vs. Earning Power Concepts
By Phillip L. West
Acting Director, Department of Stock List, New York Stock Exchange
I
t has been my pleasure to review 
the drafts of the papers which have 
just been presented to you. We all 
appreciate that this matter is not sim­
ple. On the other hand it should not 
become overly complicated. Our think­
ing should be guided by the objective 
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of a report prepared for the informa­
tion of the security holder and the in­
vestor. If we ask ourselves the question, 
is this a matter about which the inves­
tor should be informed, I am sure we 
will solve most of the difficulties which 
may arise in so far as disclosure is con- 
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cerned. Our only basis for disagreement 
would then be on the method of pres­
entation. This should not be a very big 
hurdle.
When we think in terms of the in­
vestor we must also think in terms of 
the analyst and the relative position of 
financial statements in the study of in­
vestment analysis. The steps to be taken 
in a study of investment analysis in gen­
eral may be summarized as follows: 
The first step would be a study of the 
economy as a whole as it appears to 
portray business trends. The second 
step would be a study of a particular 
industry and the conditions facing that 
industry; and the third step would be a 
study of the financial accounts of the 
companies in the particular industry.
From an analytical point of view 
financial statements represent a confir­
mation of that which has already taken 
place. Financial statements should be 
in a form which would readily lend 
themselves to interpretation in the 
light of general business conditions and 
the conditions affecting the particular 
industry in which the company oper­
ates. In the light of these interpreta­
tions the manner in which the income 
account is to be portrayed becomes of 
importance if we are to attempt to give 
financial statements which will serve 
this purpose.
In 1932 the Committee on Coopera­
tion With Stock Exchanges of the 
American Institute of Accountants, 
made certain recommendations to the 
Exchange. One of these recommenda­
tions was as follows:
“To emphasize the cardinal importance 
of the income account, such importance be­
ing explained by the fact that the value of 
a business is dependent mainly on its earn­
ing capacity and to take the position that 
an annual income account is unsatisfactory 
unless it is so framed as to constitute the 
best reflection reasonably obtainable of the 
earning capacity of the business under the 
conditions existing during the year to which 
it relates.”
the Income Statement
This recommendation has been an 
important factor in our thinking in re­
lation to the disclosures to be made to 
security holders and the effect of these 
disclosures. We must continue to bear 
in mind that the number of account­
ants in the United States is limited and 
of the number of investors who read 
stockholders reports very few are ac­
countants. It has been estimated that 
there are between twelve and fifteen 
million stockholders in this country 
and undoubtedly this number will con­
tinue to increase.
It would seem in order to review cer­
tain of the practices which have arisen 
during the abnormal period in which 
we are operating. I hope that we all 
consider this period abnormal. I am 
one of those who believe that we will 
not know the amount of earnings of 
any company engaged in the war effort 
for this abnormal period, or war cycle, 
if we can call it that, until a year or 
two after the return to peacetime oper­
ation.
A practice has arisen of grouping all 
items of income, whether or not they 
represent sales, income from dividends 
or interest, or excess reserves, and 
grouping all items of expense and sub­
tracting the total of one from the total 
of the other in order to obtain earnings 
for the year. This has been found nec­
essary in certain instances in view of 
the difficulties of allocation and has 
placed on the security holder the bur­
den of weighing the various items as 
they appear to suit his convenience in 
analyzing the accounts. It has seemed 
to me that this form of a statement has 
tended to give greater emphasis to the 
figure of net earnings for the year to­
gether with its corollary figure of earn­
ings per share.
The New York Stock Exchange has 
recognized the over-emphasis which has 
been placed on earnings per share, and 
a number of years ago eliminated a re­
quirement that the amount of earnings 
per share be published. This of course 
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was wasted effort in so far as the pub­
lication of these figures was concerned. 
Even though a company does not re­
lease the earnings per share figure the 
newspapers and statistical services in­
variably publish earnings per share fig­
ures based on their own calculations. 
Undoubtedly these figures are over­
emphasized but we have them with us. 
I am afraid the appetite of the invest­
ing public for them is going to con­
tinue. We should of course continue an 
educational program which is designed 
to create a better understanding of 
financial statements but in the interim, 
as this is a never-ending job, it is neces­
sary for us to recognize a responsibility 
in reporting net earnings in such a 
manner that they will not lead to mis­
understandings. It is for that reason 
that I believe Mr. Grady’s suggestion 
of having two sets of earnings figures is 
good. It would certainly make people 
sit up and take notice.
I was looking over the earnings state­
ment of a company the other day which 
showed earnings of approximately 
$1,000,000 before federal taxes and ex­
traordinary charges. From this was 
taken an extraordinary loss from the 
sale of property of roughly $950,000. 
The provision for federal taxes was 
then computed at $6,000, giving a re­
mainder of approximately $40,000 
earnings for the year. It would seem 
that the security holders would have 
had a much better indication of the 
earnings of the company if an amount 
had been reflected for federal taxes 
computed on the basis of earnings from 
operations and an offset made against 
the loss from the sale of the property in 
accord with Mr. Grady’s suggestion. In 
this way the security holders would 
have a better understanding of the ef­
fect of federal taxes which are of para­
mount importance at the present time 
and would be in a better position to 
evaluate the position of the company.
In the case of large companies gen­
erally it has been found impractical to 
state in their reports the basis for the 
computation of federal taxes. The 
amount of federal taxes from the stand­
point of earnings from operations for 
the year is a key figure in the analysis 
of financial statements. Regulations af­
fecting federal taxes may remain the 
same or may change but without this 
key figure it would be impractical to 
evaluate either the continuing effect or 
the changing effect of federal taxes in 
relation to that company.
It is a key of this nature for which 
the investor is looking in order that he 
may better evaluate the financial state­
ments of a given company in relation 
to the trend of business and the condi­
tions affecting the particular industry. 
We must remember that the investor 
has received last year’s dividend but the 
big question in his mind is, will the 
company continue to pay those divi­
dends.
We have a somewhat similar situa­
tion with the carry-back and carry-for­
ward provisions of the Federal Tax 
Law. In the case of carry-backs it has 
seemed usual to make provision for 
federal taxes in the normal course for 
the year under review. Then after re­
porting net earnings for the year on 
this basis to reflect the adjustment of 
the carry-back provision as applicable 
to a particular year or years in the past. 
It would seem helpful from the stand­
point of the interpretation of financial 
statements if the same degree of dis­
closure were used in the carry-forward 
provisions. We may well think in terms 
of a postwar effort or postwar, planning 
for better financial statements and the 
better presentation of financial infor­
mation. We do not have a static econ­
omy and we will always be faced with 
the unusual in some manner or form in 
the preparation of year-end accounts.
The Institute and its committees are 
to be complimented for their Account­
ing Research Bulletins and Statements 
on Auditing Procedure. I am sure that 
unusual conditions in the future will 
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be met with the usual forward-thinking 
and expert opinions as exemplified by 
past releases.
I always try to think in the terms of 
a composite report which would set 
forth all items of information covered 
by all companies in a given industry. If 
such a composite report were prepared 
for each industry, the balance sheet, 
the income account and the surplus 
statement would be adequate. There 
would probably be too many footnotes.
It would seem to me that the financial 
statements could be prepared in such a 
manner and in such form that they 
would stand on their own feet without 
the necessity of qualifying footnotes. In 
lieu of explanatory footnotes we might 
well find a running comment on the 
accounts in the text of the report which 
would deal with the material account­
ing policies of the company and their 
effect from the long-term point of view. 
Explanations would be afforded with 
respect to consolidation, inventories, 
depreciation, sales and other items of 
interest in the financial statements as 
well as extraordinary conditions and 
extraordinary items which affect the 
financial statements.
We would probably also find in this 
report an analysis of cash resources 
showing the disposition of funds for the 
year. Such an analysis would serve to 
show the relationship between income 
reported for the year and the financial 
condition of the company.
The comparability of the financial 
statements of companies in a given in­
dustry should be emphasized. Two 
companies similar in size, business and 
inventory turnover could show widely 
divergent earnings for the same period 
if one used lifo and the other fifo for 
inventories, although both would have 
reported the same amount of earnings 
if the same accounting policies had 
been followed.
There is a great deal of work to be 
done to bring together varying views 
on accounting policy within a particu­
lar industry in order that the earnings 
of one company may be more compar­
able with those of another in the same 
industry for the period under review.
The facilities of the Exchange will 
be available to aid in the development 
of postwar programs of this nature in 
an effort to provide better and more in­





By Lincoln G. Kelly, Utah, Chairman
Member, American Institute of Accountants
W
hile we belong to the young­
est of the professions, and 
while its growth with attend­
ant increased responsibilities has been 
tremendously rapid, the high standard 
of professional conduct, the determina­
tion to stick to the truth regardless of 
consequence, the independent and un­
biased approach promulgated by the 
early leaders of the profession in this 
country have been well maintained up 
to the present time, so that we stand 
today on a sound and firm foundation. 
The additional responsibilities incident 
to the enlarged opportunities for serv­
ices which have come to the certified 
public accountant during the past 
quarter of a century have added greatly 
to his prestige and gained him well 
merited recognition as a member of a 
new professional group. In my mind, 
one of the outstanding accomplish­
ments of the whole period is the now 
general recognition of the practice of 
public accountancy as a profession with 
the title of Certified Public Accountant 
recognized as granting professional 
status on an equality with the long es­
tablished professions.
Our leadership continues to be strong 
and forward-looking and though our 
membership is still far from being as 
large as some of the other professions, 
the growing influence and widespread 
recognition in our national economy of 
the American Institute of Accountants 
as the national spokesman of a profes­
sion composed of certified public ac­
countants, is almost amazing. It dem­
onstrates what can be accomplished 
through a unity of purpose under in­
telligent and devoted leadership.
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With the able technical assistance 
now available and furnished to the var­
ious Institute committees by the secre­
tary’s office and the Institute’s technical 
staff, these committees have been able 
to respond to the increased demands 
by the members, the public, and gov­
ernmental agencies, and as a result of 
the committees’ splendid work, we have 
grown, prospered, and progressed. We 
owe a real debt of gratitude to all those 
members of the important Institute 
committees who have worked so effec­
tively and so unselfishly for the welfare 
and advancement of the profession.
In the development of the program 
for this annual meeting, with partic­
ular reference to this technical ses­
sion, the Committee on Technical Ses­
sions, headed by Stephen Gilman, and 
the member of the committee assigned 
to cooperate with the chairman and the 
speakers in developing the program for 
this session, Mr. John J. Lang, first con­
sideration was given to the selection of 
subjects of vital current interest and 
importance to the profession in facing 
the enormously increased responsibili­
ties which must be assumed in the post­
war period. The subjects selected in­
clude:
“Selection of Accounting Personnel” 
“Independence”
“Recommended Reforms in Governmen­
tal Accounting”
“The Legal and Accounting Profession 
Prepare to Meet Problems of Mutual 
Interest”
The speakers selected by the commit­
tee to prepare and present these sub­
jects are all well known to members of 
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the Institute, who have had very broad 
experience in professional practice, who 
have served with distinction on In­
stitute committees, and who have given 
a great deal of intelligent consideration 
to the development and solution of the 
technical problems related to the sub­
jects selected for discussion.
Selection of Accounting Personnel
The committee on the selection of 
accounting personnel, recently created 
by the Council of the Institute, has un­
dertaken a long-range research pro­
gram designed to develop machinery 
for the measurement of qualifications 
required of public accountants. The 
cost of the project is to be met entirely 
by voluntary contributions from mem­
bers of the Institute and the research 
work will be conducted over a five-year 
period, by technicians under most com­
petent supervision. The fact that this 
project can be accomplished by volun­
tary contributions from members is in 
dicative of a profound interest on the 
part of members in improving the fu­
ture personnel of the accounting pro­
fession so vital to its continued profes­
sional growth and prosperity. As the 
profession grows and prospers, the op­
portunities for serving widen and ex­
pand. As members of this profession, 
we have an obligation to build our 
practice on a constructive and forward- 
looking basis so that the young men 
of the highest character and ability 
will be attracted to it. If they are con­
vinced that greater real opportunities 
lie ahead for them in our profession, 
they will become interested in it and 
we shall have a much higher grade of 
ability from which to select. Mr. War­
ren W. Nissley, chairman of this com­
mittee, will present the paper on “Se­
lection of Accounting Personnel.”
“Independence”
The independence of the certified 
public accountant has been discussed 
during recent years at almost every an­
nual meeting and at the meetings of 
various state societies of certified pub­
lic accountants. In his address at the 
Fiftieth Anniversary of the American 
Institute of Accountants, the then presi­
dent of the Institute, Col. Robert H. 
Montgomery, said:
“Our profession has always had a vision 
—this urge to find and tell the truth—and 
we should cling to it and continue to strive 
for its accomplishment. I do not want to 
see our growth depend on anything else than 
that which has made us what we are today. 
We shall retain our strength just as long as 
we retain our independence—no longer. If 
anyone outside of the profession—govern­
mental or private, client or friend—is 
stronger than we are and is able to tell us 
what to do, is able to influence a statement 
or a report against our best judgment, from 
that moment the profession will deterio­
rate.”
In a recent release by the Securities 
and Exchange Commission, twenty cases 
were cited in which the Commission 
has held the accountants not independ­
ent under its rules. In fifteen of these 
cases the accountants held substantial 
financial interest in the corporations 
whose accounts were audited, or held 
office or membership on the board of 
directors or some similar position. In 
one case, the accountant had a son who 
lived with him who was a subordinate 
officer of the company which his father 
audited. In the four remaining cases, the 
certified accountant was not considered 
independent because he had assisted in 
the recording of the transactions or the 
compilation and interpretation of the 
accounts before undertaking the audit, 
or had regularly given advice on ac­
counting policies of the client. There 
is a wide difference of opinion in con­
nection with the reason given in the 
four cases for considering accountants 
not independent. I think we can all 
agree that no one should audit his own 
accounts. There is serious question 
that an auditor’s independence should 
be challenged because he has served his
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client in recording and interpreting 
financial transactions. It seems to me 
that this might help rather than injure 
his position to render an unbiased and 
honest opinion based on sound judg­
ment. Mr. Lewis Lilly, who has had 
broad experience both as a teacher and 
as a practitioner and who has given a 
great deal of thoughful consideration 
to this subject, will present his views.
Recommended Reforms in 
Governmental Accounting
Moderate, accurate, and intelligent 
accounting methods adopted and estab­
lished by commercial and industrial en­
terprises, have not yet found proper 
recognition in governmental account­
ing. While it is true that in some of 
the accounting agencies of the govern­
ment, adequate and informative ac­
counting systems have been installed, 
the accounting system as a whole is 
badly in need of revision. The basis 
of cash receipts and disbursements on 
which the records are largely main­
tained is not sufficiently accurate to 
furnish current accounting information 
required for comprehensive and reli­
able reports with respect to the actual 
cost of the various government func­
tions incurred during each fiscal pe­
riod. Reports as a basis for judgment 
and action should indicate conclusively 
how much of the public revenues suc­
cessive administrations have actually 
disbursed and obligated for services 
rendered, how much each separate 
function of the government is costing, 
regardless of the time when payment 
will be made. It should also embrace 
coordinated budgetary accounting, in­
volving supervision and control over 
expenditures, thus affording a basis for 
intelligent ascertainment of the rela­
tive needs of each organizational unit 
in due regard to its importance in the 
federal administration and to what ex­
tent it represents duplication or repre­
sents an activity unessential in the ef­
ficient administration of the nation’s 
affairs, so that waste can be eliminated 
and efficiency in governmental offices 
advanced.
Both President Hoover and President 
Roosevelt have gone on record in favor 
of modern and accurate accounting for 
the federal government and the proper 
separation of accounting as an admin­
istrative function in the executive de­
partment from governmental auditing 
or post-audit review. In his message 
of congratulations to the American In­
stitute of Accountants on the occasion 
of its Fiftieth Anniversary celebration, 
President Roosevelt said:
“The same considerations which make 
accounting of such paramount importance 
in private enterprise have equal force in 
their relation to public business. The busi­
ness of government is surely the most im­
portant business in the world. For its 
proper dispatch it is absolutely essential 
that there shall be a microscopic scrutiny of 
all government accounts not only to pre­
vent irregularities and dishonesty but as a 
guarantee that the will and intent of the 
Congress—the sole appropriating power— 
shall be carried out in all disbursements of 
public funds.”
Mr. Lloyd Morey, who has been par­
ticularly active on the Committee on 
Government Accounting and on the 
national Committee on Municipal Ac­
counting, and is the author of a num­
ber of authoritative articles dealing 
with the various phases of governmen­
tal and municipal accounting, will pre­
sent the subject, “Recommended Re­
forms in Governmental Accounting.”
The Legal and Accounting Professions 
Prepare to Meet Problems of Mutual 
Interest
Accountants in practice have long 
felt the need for closer cobperatiaon be­
tween the legal and the accounting pro­
fessions, and since 1934 the American 
Institute of Accountants has maintained 
a committee on cooperation with the 
Bar Association. The two professions 
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have many common interests, and in 
many instances, there has actually been 
close cooperation between lawyers and 
accountants in the solution of problems 
involving legal significance of accounts 
and matters relating to corporate pow­
ers and policies. Until recently, the 
American Bar Association was reluctant 
in recognizing this need for closer re­
lationship between the organizations 
representing the two professions. A 
forward step in this direction has now 
been taken by the organization, under 
authority of resolutions of the House 
of Delegates of the American Bar As­
sociation and the Executive Committee 
of the American Institute of Account­
ants, of the National Conference of 
Lawyers and Certified Public Account­
ants, composed of five representatives 
appointed by the respective presidents. 
Its general purpose, as stated by the 
co-chairman of the conference, is to 
provide ready means for cooperative 
consideration of problems of mutual 
interest to the two professions. Particu­
larly in the field of taxation there some­
times appears to be a difficult question 
to determine where the accountant 
should cease to function and where the 
lawyer should be consulted. It is to the 
credit of the certified public account­
ants that in the most important tax 
cases arrangements are usually made 
for proper legal counsel. There is a 
proper place for both professions in the 
field of taxation, as well as in other 
fields, and much can be accomplished 
through cooperative action.
Mr. William Charles is one of the 
co-chairmen of this conference, repre­
senting the American Institute of Ac­
countants, and he presents a paper 
on this subject.
Selection of Accounting Personnel
By Warren W. Nissley, New York
Chairman, Committee on Selection of Personnel, 
American Institute of Accountants
The quality of service which can
 be rendered by a profession is 
 dependent upon the ability and 
training of the personnel engaged in 
the practice of that profession.
To use a term with which we are all 
familiar, one might say that the person­
nel, from the senior member to the 
newest assistant, of a particular pro­
fessional accounting organization, com­
prises its machinery and equipment. 
We know from experience with our 
clients that those who are most success­
ful keep closely in touch with develop­
ments in machinery and equipment for 
their field and take advantage of all 
improvements therein. The accounting 
profession should take a corresponding 
view with respect to its machinery and 
equipment. This problem is particu­
larly acute with us at the present time 
because (1) of the cessation, due to the 
war, of the annual supply of young men 
desiring to enter the profession, (2) the 
absorption, by the armed forces and 
other parts of the war effort, of most of 
the younger portion of the staffs we pre­
viously had, and (3) the resulting re­
adjustments of our present staffs which 
will be necessary at the end of the war.
I should like to record my belief that 
the effectiveness of the service rendered 
by our profession is one of the most im­
portant factors upon which the survival 
of the type of economy now existing in 
the United States depends and its effec­
tiveness is measured by our integrity 
and ability.
Many different names have been used 
to describe our economy. Reduced to its 
simplest terms, however, this economy 
is based essentially on two broad princi­
ples: first, granting to the individual 
citizens the privilege of the personal 
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ownership of wealth, in practically all 
its forms, provided this wealth is ac­
quired by the legal efforts of the indi­
vidual or by inheritance, and second, 
entrusting, for use, by the individual 
owners, of a very large portion of the 
aggregate wealth of the nation to others, 
who are generally described in our 
literature as “management.”
Every one admits the desirability of 
maintaining a substantial number of 
small businesses conducted largely with 
the wealth of the individuals operating 
such businesses. But any fair minded ob­
server must admit that the industrial 
supremacy of our country has resulted 
from that portion of our economy con­
sisting of enterprises which use wealth 
belonging to individuals who have 
nothing to do with the conduct of the 
enterprise.
It is essential that management deal 
fairly with the wealth entrusted to it. 
Otherwise the system would fail. Every 
one is born honest and the great ma­
jority of persons continue to be honest 
during their lifetime. We know, how­
ever, that some individuals become dis­
honest at some stage in life. Such dis­
honesty may be deliberate or may de­
velop from an attempt to cover up the 
unfortunate results of acts which in­
itially were only unwise or imprudent. 
Experience has shown that if one man­
agement is dishonest, it has far reaching 
repercussions on all managements and 
on the economy, so that some means 
must be provided to make dishonesty in 
management difficult or impossible. Un­
fortunately, to be effective, the pre­
ventive procedures must be applied 
equally to all managements, most of 
which are as true to the trust imposed 
on them as is humanly possible.
Our profession, when we say a finan­
cial statement “fairly presents,” accepts 
the responsibility of expressing a com­
pletely independent opinion that the 
report, represented by such financial 
statement, made by management to the 
owners of the wealth entrusted to it, 
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may be relied upon. We have a supple­
mentary responsibility to assume leader­
ship in developing and maintaining 
sound accounting principles, for use in 
reporting on financial stewardship, 
which will keep abreast of the changing 
types of financial operations which con­
stitute our economy and with the need 
for such detailed information relating 
to operations as may properly be sup­
plied to the public. We should also be 
in the front rank of those trying to de­
vise means to avoid large peaks and 
valleys in the use of our productive 
capacity.
Our opinions are based on considera­
tion of information which we obtain in 
confidence. This information includes 
detailed facts about the business opera­
tions which cannot be made available 
to the public. In an economic system of 
which the mainspring is competition, 
which means that business can only be 
obtained by convincing customers that 
the greatest service is being rendered at 
the least cost, it is obvious that detailed 
procedures whereby this is possible 
must remain the property of those who 
develop these procedures if there is to 
be sufficient incentive for improving 
business methods. Under these circum­
stances, the judicial type of opinions 
which we render are not ordinarily sub­
ject to regular review by others. The 
members of our profession should have 
a high order of skill in diagnosing a 
situation and sound interpretative 
judgment to meet responsibilities of 
such tremendous importance to the 
economy of the country.
It must be emphasized that our opin­
ions represent only our best judgment 
although we stake our jealously guarded 
reputations on them. It is not practic­
able, due to the cost which would be 
involved in reviewing all of the rela­
tive information, for our opinions to 
constitute complete insurance that dis­
honesty had not occurred. But our ex­
aminations are extensive enough to 
warrant substantial reliance on our 
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opinions. Our ethical and moral stand­
ards and independent viewpoint in per­
forming our function should be on the 
level we expect from the judges of our 
courts. We can feel reasonably satisfied 
with the manner in which we have per­
formed our obligations in the past but 
the increasing complexity of the indus­
trial and financial structure of the coun­
try places a constantly increasing bur­
den upon us with which our personnel 
must keep pace.
I have dwelt at length on this point 
because the importance of our service 
in the maintenance of our economy is 
not fully appreciated or understood by 
the public at large nor indeed by many 
of those who are most familiar with it, 
and particularly not by those charged 
with the responsibility of educating and 
training our youth to carry on the work 
of the nation. Consequently we have 
not received the help to which I believe 
we are entitled in training personnel 
for our work.
I should like to repeat the first few 
sentences of a talk I gave before the 
Pennsylvania Institute of Accountants 
at Hershey, Pennsylvania, in June, 1935:
“I believe that one of the great­
est needs for the future growth of 
the profession of public account­
ancy is the development, as quickly 
as is consistent with sound prog­
ress, of professional schools, of col­
legiate and graduate rank, wherein 
as much as can possibly be done by 
formal education will be done to 
train young men for entrance into 
our profession. Many accountants 
and laymen may think that we now 
have such schools. I do not think 
we have any of the type we need. I 
said at the annual meeting of the 
American Institute of Accountants 
in Chicago last fall that I did not 
know of a single college in the 
United States which considered 
that its principal job, or even one 
of its major jobs, was training men 
for a career in public accountancy.”
In that talk, which was printed in full 
in the August, 1935, issue of The Jour­
nal of Accountancy, I set forth, in 
some detail, my idea of a long range 
educational program for our profession 
through the development of profes­
sional accountancy schools. I have re­
cently reread those comments and 
would not wish to change them. But I 
regret that the period of over nine years 
which has elapsed since that time has 
seen little or no progress. Law, medi­
cine, engineering and many lesser pro­
fessions have long had professional 
schools. If our present day civilization 
in this country should crack up, which 
God forbid, it is more likely that it 
would be from a failure of our economy 
to stand up, than because of a break­
down of our laws, from disease, or from 
failures of our mechanical processes. 
Since our profession is a most important 
bulwark of the nation’s defense in 
maintaining its economy, I repeat that 
we should have, and we must have, pro­
fessional accountancy schools.
The American Institute of Account­
ants has long been aware of the neces­
sity of maintaining and developing the 
highest possible level of ability in the 
personnel engaged in our profession. 
During the late 1920’s, it became ob­
vious that many students in colleges 
and their vocational advisers were not 
familiar with the importance of our 
work. In consequence, the profession, up 
to that time, had obtained a very small 
share of college graduates who had in­
tellectual ability of a high order. We 
realized that while the value of college 
training per se may easily be overem­
phasized, a great majority of the young 
men who had the requisite native abil­
ity were in the colleges, and that we 
had to obtain our share of these boys if 
we were to be able to meet the growing 
demand upon us. A committee of the 
Institute, of which I had the honor of 
being chairman, made a nationwide at­
tempt at that time to , acquaint college 
students and college officials and teach­
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ers with the opportunities for service 
and reward offered by our profession 
and also endeavored to impress upon 
the membership of the Institute the 
necessity of obtaining more men for 
their staffs from this source. This ac­
tivity, supplemented by other activi­
ties of the Institute and by the work of 
many individual members, has had re­
sults which are quite gratifying. Our 
committee believes this phase of the 
personnel problem should be resumed.
I have had an analysis made of the 
educational background of the individ­
uals admitted to full membership in 
the Institute (exclusive of those ad­
mitted in connection with the merger 
with the American Society of Certified 
Public Accountants, who were not in­
cluded in the survey because many of 
these men had been in practice for a 
long time) for four periods comprising 
the 27 years and five months ended 
May 31, 1944, with the following re­
sults:
No. of Percentage 
members of college 
Period admitted graduates
10 years ended 12/31/26 874 22.2%
7 yrs. and 8 mos. ended 8/31/34 700 34.0
7 yrs. and 7 mos. ended 3/31/42 2,218 42.6
2 yrs. and 2 mos. ended 5/31/44 989 51.5
This progress has been made without 
any requirement, except in the State of 
New York, of a college education for 
the C.P.A. certificate and there is no 
such requirement for admission to the 
Institute. Under these circumstances, 
the progress seems quite remarkable. 
The average age at which men are ad­
mitted to the Institute is 15 or 16 years 
after they graduate from college. In­
cidentally, this average age appears to 
me to be too high. It has been steadily 
increasing with the increase in the per­
centage of new members who are col­
lege graduates. It is about eight years 
on the average after the new members 
received their C.P.A. certificates. But it 
does mean we should have a large num­
ber of potential additional applicants 
for membership who are college grad­
uates and who have had experience on 
members’ staffs although it is probable 
that many of these are now in the 
armed forces. But we cannot be content 
with these results. We must aim at ob­
taining practically all members of the 
Institute from the ranks of college grad­
uates. I wish to reiterate that this is not 
entirely because of the advantages of 
the training received in a college, al­
though these advantages have great 
value, but because, under our educa­
tional system, it is reasonable to sup­
pose that a very large proportion of the 
individuals, who have the native intel­
lectual ability which we require, man­
age to get to college somehow or other.
The supporting schedules accom­
panying this paper give more details of 
the educational background of the In­
stitute members admitted during the 
last 27 years. These tables show the 
number of members who have gradu­
ated from each of 40 colleges which 
have supplied the majority of the new 
members, and will show the average 
age at which the graduates who re­
ceived the respective types of college 
degrees were admitted to the Institute 
as well as the age at which they received 
their C.P.A. certificates.
With the foregoing background, let 
us review the project now being di­
rected by the Committee on the Selec­
tion of Personnel. The project is in its 
infancy, and we will need to deal with 
hopes rather than with accomplish­
ments. The professional schools of the 
other major professions not only train 
personnel to enter their professions, 
but screen out the applicants for such 
training who are not likely to be suc­
cessful. From the point of view of avoid­
ing wasted time, both of practitioners 
and of prospective practitioners, and of 
preventing broken spirits in many 
young men who find they will not suc­
ceed or find they do not like our kind 
of work after having devoted a num­
ber of years to it, it is exceedingly im­

























































































































































































































































































































































































































































































































































































Selection of Accounting Personnel
EXHIBIT B
Principal Colleges from Which New Members of 
American Institute of Accountants Were Graduated
New York University .......................
Northwestern University .................
University of Illinois.........................
University of Pennsylvania .............
Ohio State University.......................
Harvard University...........................
College of the City of New York .... 
University of Wisconsin...................
University of Michigan ................. ..
University of Washington ...............
Boston University ............................
Columbia University ......................
University of Minnesota .................
Rider College....................................
University of Texas .........................
Temple University ...........................
St. Johns University .........................
University of North Carolina .........
Northeastern University (Boston) .. 
Dartmouth College...........................








(Washington, D. C.) .....................
University of Iowa............................
University of Kansas .........................
University of Southern California . . 
Duquesne University .......................
Stanford University............... ...........
Virginia Polytechnic Institute ........
Detroit Institute of Technology ... 
Swarthmore College .........................
University of Alabama .....................
University of Maryland ...................
University of Pittsburgh .................
Williams College...............................
Less than 5 in second, third and 
fourth periods and less than three 
in first period............................










Apr. 1, 1942 
to
May 31, 1944
57 38 147 93
— 5 28 22
8 15 50 19
6 17 52 19
— — 14 18
12 17 41 17
— — 11 14
10 7 22 13
— 5 19 10
— 7 14 10
— — 26 9
— 7 22 9
4 — 7 9
—. — — 8
— 5 15 7
— — 7 6
— — — 6
— — — 6
4 — 24 5
— 6 20 5
.— — 9 5
5 5 7 5
— 6 18 —
3 — 14 —
— — 14 —
— — 11 —
— 8 —
— — 7 —
— — 7 —
— — 7 —
— — 7 —
— — 6 —
— — 6 —
— — 6 —
— — 5 —
— — 5 —
— — 5 —
— 5 — —
5 — — —
3 — — —
62 82 262 186  































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































Average Age at Which College Graduates Who Were Admitted to the
American Institute of Accountants Received Their C.P.A. Certificates












GRADUATES WHO STUDIED PRINCIPALLY 
GENERAL CULTURAL COURSES:
Bachelor of Arts .............................................
Master of Arts .................................................
Bachelor of Philosophy ..................................
Doctor of Philosophy ......................................















GRADUATES WHO STUDIED PRINCIPALLY 
TECHNICAL COURSES:
Bachelor of Commercial Science ...................
Master of Commercial Science .......................
Bachelor of Business Administration .........
Master of Business Administration .............
Bachelor of Science in Economics .................
Bachelor of Accounts ......................................
























GRADUATES WHO STUDIED COURSES 
NOT READILY DETERMINABLE FROM 
DEGREES RECEIVED:
Bachelor of Science ..........................................
Master of Science .............................................
Mechanical Engineer ......................................
Bachelor of Engineering ................................


































Selection of Accounting Personnel
ing process than the trial and error 
method if this can be done.
Since the educators have not, thus 
far, provided us with such screening 
facilities, the Institute has decided to 
try to devise facilities for the use of its 
members. Each accounting firm has 
had, of necessity, some method, either 
of the rule of thumb type or otherwise, 
by which it has decided whether or not 
an applicant was to be employed on 
its staff. But the widespread interest in 
providing better screening methods is 
evidenced by the fact that 101 firms 
and, in addition, 210 individual mem­
bers of the Institute have already con­
tributed $56,313.50 to support this 
project which will require several years 
to complete. These contributions arc 
held by the American Institute of Ac­
countants Foundation. The value of 
such contributions to the general im­
provement of the personnel of the pro­
fession should be obvious.
I wish to emphasize that I approach 
the practical psychological aspects of 
this paper as a layman and with some 
fear that I may get off the beam. I am 
quoting more experienced persons 
when I tell you that, in selecting per­
sonnel, it is necessary to look separately 
at the interest, ability and achievement 
of the applicants. My understanding of 
these three qualities follows:
Interest relates to whether or not the 
applicant would like to do the sort of 
work he would have to do as a profes­
sional accountant, quite apart from 
how well he would be able to do that 
work. This is important because a man 
does his best work in an atmosphere 
that is congenial to him.
Ability reflects the native mental 
ability or intellectual power of the ap­
plicant which perhaps could be better 
expressed in every-day language as 
“How smart is he?” or “Can he get the 
right answers?” We are concerned with 
this quality because the exacting re­
quirements of our profession cannot be 
met unless the applicant has a good 
mind, no matter how earnestly the man 
applies himself. It is to be noted that 
there are other occupations in which 
pure mental ability is not so essential 
to success.
Achievement reflects not what the 
man likes to do (his interest) nor what 
he should be able to do (his ability) but 
what he actually can do, with particular 
reference in our case, to the kind of 
work he actually can do in professional 
accountancy.
If the applicant is satisfactory in the 
foregoing respects, we must still satisfy 
ourselves as to his health, character and 
personality.
At the outset, the committee realized 
that this project was so important in 
its potentialities that we should attempt 
to obtain the best man in the country 
to supervise it. We believe we have 
found him in Ben D. Wood. Dr. Wood 
is Professor of Collegiate Educational 
Research, and Director of the Bureau 
of Collegiate Educational Research, Co­
lumbia College; he is also a Director 
of the Cooperative Test Service of the 
American Council on Education, and 
Chairman of the Joint Advisory Com­
mittee on Aviation Education of the 
Civil Aeronautics Administration, and 
he also holds a number of other posts 
in the field of education and testing. 
He holds five degrees from universities 
and colleges, and is a member of nu­
merous learned societies and educa­
tional organizations. He is the author 
of five books and numerous articles in 
the field of tests for special purposes.
Dr. Wood has been fortunate in ob­
taining Dr. Arthur E. Traxler as As­
sistant Director of the research project. 
Dr. Traxler is at present Associate Di­
rector of the Educational Records Bu­
reau, an organization maintained by 
many of the most prominent schools 
and colleges in the country for the pur­
pose of compiling records of tests given 
to their students. He holds three de­
grees from colleges and universities and 
is the author of a series of publications 
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on measurement and guidance issued 
by the Educational Records Bureau.
Dr. Wood and Dr. Traxler will be 
engaged on a part time basis. In fact, 
up to now, due to the demands of the 
government on Dr. Wood for war 
work, he has been on practically a “no 
time” basis. We are hopeful, however, 
that the wartime demands on him will 
shortly lessen and that he will also be 
able to obtain the technical assistants 
which he requires who are also almost 
wholly in war work now. The commit­
tee has explained to Dr. Wood and 
Dr. Traxler that it looks to them, and 
to the technicians they obtain to help 
them, for the initiative in developing 
the project, i.e., the committee will re­
view, observe and suggest. We have also 
told them that the essential purpose of 
the project is to attract the finest pos­
sible type of personnel to the profession 
and to devise means for screening out 
those applicants who are not likely to 
be successful in it. They, on their part, 
promise no definite results but hold out 
hope that some worthwhile measuring 
stick may be developed.
The committee regards the project 
as speculative although we are hopeful 
that something worthwhile may result. 
We understand that less complete proj­
ects have been of value in finding the 
right man for the job in the military 
forces and in certain business organi­
zations. We know of no other profes­
sion or vocation which has attempted 
such a complete research program to 
devise every possible means of obtain­
ing the best type of personnel.
The Strong Vocational Interest 
Test
Some definite progress can be re­
ported with respect to a measuring stick 
for indicating whether or not an indi­
vidual has the same “interests” as the 
interests of those who have been suc­
cessful in professional accountancy. The 
result of the previous work of Edward 
K. Strong, Jr., Professor of Psychology, 
Stanford University, has been used as 
our starting point.
Dr. Strong and his collaborators pre­
pared a list of 400 questions covering 
the following topics:






47 peculiarities of people
Order of preference to be given
40 activities
Comparison of interest between two 
items
40 miscellaneous items
Applicant asked to rate himself
40 abilities and characteristics
Dr. Strong determined the average 
interest of men in general with respect 
to each of these questions from a com­
pilation of the answers given by 4,746 
well assorted business and professional 
men earning $2,500.00 per year and up­
wards. He then ascertained the average 
answers given by successful members of 
each of 36 occupations and professions. 
He found that the answers to some of 
the questions given by the respective 
vocational groups differed substantially 
from the answers given by the average 
men and that the questions on which 
there were differences of interest also 
varied in a marked degree between pro­
fessions and occupations. By using these 
differences, he worked out an interest 
“scale” for each vocational group.
One of the “scales” of likes and dis­
likes prepared by Dr. Strong was for 
certified public accountants and was 
based on the answers given to the 400 
questions by 354 certified public ac­
countants of California and New York 
having an average age of 37.3 years and 
an average education of 2.3 years be­
yond high school. It is helpful that Dr. 
Strong reports in his book that all of 
his studies to date indicate that the cer­
tified public accountant has an interest 
profile quite peculiar to himself. This 
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should mean that those whose interests 
coincide with those of persons who have 
been successful in our profession can 
be more easily spotted by the “interest” 
test than some other professional 
groups. In that connection, the “ac­
countant’s” profile of interest, as dis­
tinguished from that of certified public 
accountants, (based on the answers to 
the questions given by 160 general ac­
countants, 54 cost accountants, 65 au­
ditors, and 66 controllers and treasurers 
having an average age of 37.4 years and 
a high school education) is substantially 
different from that of certified public 
accountants.
In an attempt to check the scale of 
certified public accountants developed 
by Dr. Strong, the committee has thus 
far obtained answers to 1778 Strong 
blanks from members of staffs of Insti­






These blanks were obtained princi­
pally through members of Council who 
attended the May meeting. We should 
like to obtain more. They may be an­
swered without supervision but the an­
swers should be spontaneous and must, 
of course, be given in good faith. The 
blanks will be scored without charge to 
the members and data will be furnished 
to them showing the relationship of 
their interests to the average interests of 
certified public accountants and ac­
countants and also such relationship to 
several other occupations.
The total results of all blanks ob­
tained by us will eventually be tabu­
lated to determine a new C.P.A. scale 
which may be different from Dr. 
Strong’s since it is based on more ex­
amples. We will also determine whether 
there is a distinct scale for partners, 
managers, senior accountants, semi­
senior accountants and junior account­
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ants as distinguished from the scale of 
certified public accountants in general.
The results which have been ob­
tained to date appear to confirm Dr. 
Strong’s general profile for certified 
public accountants. I am personally in 
doubt as to whether any valid distinc­
tions between the profiles of the dif­
ferent grades of accountants can be ob­
tained from the present tabulation, if 
at all. In fact, if such distinctions were 
obtained, the value of this test for our 
purpose would be greatly reduced. Its 
potential use is to determine whether 
a young man has the same “interests” 
as a certified public accountant on the 
assumption that if he has, and is other­
wise qualified, he has more chance of 
being successful in this occupation than 
in any other. The test could only have 
value in this connection if the interests 
of a young man did not change mate­
rially as he matures. In that connection, 
Dr. Strong states that while his data in­
dicate that “interests” of men change 
substantially from 15 to 20 years of age, 
they change only slightly from 20 to 25 
years and very little from 25 to 55. 
Every partner in an accounting firm 
has previously passed through all the 
prior grades. On the foregoing assump­
tion he would have had the same in­
terests at each stage that he has finally. 
The blanks returned by men presently 
in each of the lower grades therefore 
reflect the interests of many men who 
will ultimately reach the higher grades 
as well as those who have now reached 
their highest grade. Theoretically, if 
sufficient blanks could be obtained 
from men already in a grade who would 
never reach a higher grade, a profile 
for that grade could be determined. 
There are practical problems involved 
in getting such data. In any event, it 
would only be practicable for seniors 
and managers. It would be difficult to 
say a junior or a semi-senior would not 
progress. It was the opinion of Dr. 
Wood that we should classify the blanks 
turned in as I have indicated to see if 
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any data, by grades, can be accumulated 
that will be helpful to us.
While I have little personal hope 
that any test of “interest” will indicate 
how far a young man is likely to go in 
professional accounting, the results 
which I have observed indicate that 
there is a reasonable possibility that 
such tests, if the answers are honestly 
given—and there should be no incen­
tive for a young man to give incorrect 
answers and thus get into the wrong 
occupation,—may indicate with substan­
tial accuracy, when considered in con­
nection with data on ability and 
achievement, whether or not a man 
should be in our profession at all.  
As soon as this phase of the work has 
been completed we will ask Dr. Wood 
to prepare a report showing how this 
test may be usefully applied to men 
now on our staffs, to men coming back 
from the armed forces, to new appli­
cants for positions, and to young men 
who contemplate studying for our pro­
fession.
Tests of Ability
There are tests now available which 
are used by schools and colleges and 
which may be used by us as well to de­
termine the over-all ability of a man. 
These tests have been given to many 
persons throughout the country and it 
is readily possible to compare the score 
of a particular individual at a partic­
ular level of age or education with those 
of large groups of persons of similar 
age or education who have been pre­
viously examined. Among the principal 
tests are:
American Council on Education Psy­
chological Examination (revised annu­
ally).
Otis Self-Administering Tests on 
Mental Ability
American Council on Education Co­
operative English Test, Test C2: Read­
ing Comprehension (Higher Level)
These tests must be given under su­
pervision to make certain that the an­
swers given are from the applicant’s 
own head and not from some other 
source. The Institute can supply any 
of these blanks which a member re­
quires and have them scored for a small 
fee or you can score them yourselves.
Achievement Tests
A small amount of progress can be 
reported in the development of tests 
particularly designed to test readily the 
applicant’s achievements along profes­
sional accountancy lines as evidenced 
by his ability to perform professional 
accounting work. This will be a major 
part of the project but it is a new field 
and progress will be slow. It is hoped 
that these tests will be more practical 
and cover a wider field than is possible 
with the type of questions heretofore 
prepared by the Board of Examiners 
of the Institute and by the State C.P.A. 
examination authorities. Whether or 
not this can be done remains to be seen.
Independence
By Lewis Lilly, California
Member, Committee on Cooperation with Securities and Exchange Commission, 
American Institute of Accountants
THE profession of public account­
ing, as we understand and prac­
tice it, is peculiarly and distinctly 
an Anglo-Saxon institution. The pro­
fession had its inception in Great 
Britain and in due and natural course 
came to our shores, where it has made 
its own sphere of activity and devel­
oped with the growth of the country.
In any consideration of the question 
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of independence as it relates to public 
accountants, some examination should 
be made of the historical background 
and the growth of the legal and ethical 
concepts that gave rise to the independ­
ent public accountant. What manner of 
people spawned this profession and 
what social and economic institutions 
nurtured its growth?
The most vital heritage bequeathed 
to mankind is the English common law, 
which, with all its hard and varying 
practices, recognizes and upholds the 
dignity of the individual and protects 
him against the submergence of his 
rights by the state or society. “There is 
the key to Anglo-Saxon history—the 
struggle of the individual to assert him­
self.” The struggle of the individual 
against governmental and corporate in­
stitutions, and even against popular 
majorities, wherein clash the legitimate 
interest of the individual and society, is 
ascending to new heights in the eco­
nomic and political revolution in which 
the world now finds itself. And it is 
with these rights of the individual that 
any discussion of the independence of 
accountants primarily must concern it­
self. It is to be hoped that the genius 
of the Anglo-Saxon, as evidenced by the 
growth of the common law, will con­
tinue to aid in the solution of this prob­
lem, as it has in other problems in the 
past.
An ancient and unorthodox British 
cleric preached the superior value of 
ethics and good manners to spiritual 
grace, and from this through the 
centuries has grown that concept which 
should furnish the profession its funda­
mental ethic; that conduct and morals 
count most. Regardless of its origin, the 
existence of conscience and its effects 
upon human conduct are recognized, 
and are accepted and implied in the 
ability to establish facts and then to 
determine a course of conduct by “what 
ought to be.” It is in this matter of con­
science that it has become necessary to 
rationalize the preservation of freedom 
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of action for the individual with ex­
pected standards of conduct in others. 
Blackstone said that no laws were bind­
ing on the human subject which as­
saulted the body or violated the con­
science; and Jefferson said more plainly, 
“I hold that a little rebellion now and 
then is a good thing, and as necessary 
in the political world as storms in the 
physical.” The people who founded this 
profession sprang from a race with a 
strong sense of realism and balance that 
led them to compromise between the 
ideal and the practical; and a race en­
dowed with a deep respect for morality. 
It was and remains fundamental with 
them and with us that “A man, an in­
stitution, an event, is judged by the re­
sults it obtains, and a course of action 
that gets results becomes customary, 
and eventually right; hence the origin 
of morality,” and “from these clashing 
choices arises conscience.”
From these foundations it is not diffi­
cult to trace the growth of the ethical 
standards and modes of conduct that 
have guided and governed our profes­
sional forbearers, and it is not strange 
or unusual that we are motivated and 
controlled by the same impulses and 
desires.
The short history of the profession 
in this country is well known to all of 
us; the accomplishments are salutary, 
yes even startling, unless related to our 
national growth, and betoken a sound 
structure built by men with high ideals 
and of great and growing practicality. 
Today this structure is under challenge, 
both from within and without; from 
within because of the wider opportuni­
ties that are coming to the profession 
at a time when, as Mr. May pointed out 
last year in his comments on Mr. 
Bowlby’s paper, we probably have not 
recovered from the stimulus of World 
War I in the sense that the number of 
men with standards of qualifications 
now, as then, is inadequate to assume 
the responsibilities with which the pub­
lic is ready and willing to confront us.
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The challenge from without is age 
old; whether an individual owes his 
duties to society as represented by the 
state, or whether he owes them to an 
individual; whether the rights of society 
transcend the rights of the individual. 
To be specific, whether government 
shall say to the profession, “this is your 
code of ethics, these are the principles 
you shall embrace and follow”; and 
whether government shall supervene 
and define affirmatively what it believes 
to be the obligations of the profession 
to the public.
This statement of the challenge is in 
no sense to be construed as a denial 
that the profession has benefited 
through some of the past regulatory 
legislation, or as an assertion that bene­
fits may not accrue in the future. Rather 
it is a warning that the profession must 
meet both the challenge from within 
by raising its personnel and practice 
standards, and the challenge from with­
out, by maintaining its independence of 
thought and conduct and by resisting 
any and all governmental or other pres­
sures or encroachments upon the rights 
of the individual, as defined and estab­
lished by long custom. The right to in­
dependence must run equally against 
all and in favor of the profession, if we 
are to maintain our professional status.
Prior to 1933 there were few instances, 
comparatively, in which the indepen­
dence of the accountant was questioned 
by governmental authority or by any 
one else. The best evidence of this was 
and is the public position of the prac­
ticing accountant. That reputation was 
not an accident, it was hard earned and 
well-merited, and certainly did not 
arise from a group with indefinite and 
uncertain moral standards or with flex­
ible consciences. There were exceptions 
to be sure, but the overwhelming weight 
of numbers was on the side of probity.
What circumstances, then, have lent 
emphasis to and called into being the 
question of the independence of ac­
countants? A most likely answer is the 
remedial legislation represented by the 
Securities Act of 1933 and the Securities 
and Exchange Act of 1934. These acts 
recognized the professional accountant 
as a most potent force in the formula­
tion and determination of accounting 
principles and in the application of ac­
cepted practices. In extending this 
recognition the adjective independent 
was stressed, thus emphasizing the status 
the profession had attained in public 
esteem. Quite naturally some situations 
arose in which the Securities and Ex­
change Commission felt called upon to 
require that the accountant concerned 
establish affirmatively his independence 
as regarded his relations with his client, 
the registrant. Fortunately, the public 
record of these instances is neither as 
long nor as sordid as the publicity at­
tendant upon some cases might lead one 
to believe.
The Commission as a consequence 
of its findings has uttered rulings and 
dicta which establish certain types of 
relationships between a company and 
its certifying accountant as being so apt 
to bias the accountant’s judgment on ac­
counting and auditing matters that 
their mere existence would preclude a 
finding that he was independent with 
respect to the particular company. With 
the types of relationships specifically set 
forth in Regulation S-X there can be 
no objection. But the clause Rule 
2.01 (c) of the Regulation which reads 
in part that “the Commission will give 
appropriate consideration to all rele­
vant circumstances including evidence 
bearing on all relationships between the 
accountant and the registrant and will 
not confine itself to the relations exist­
ing in connection with the filing of re­
ports to the Commission,” well may give 
the profession pause.
Objection cannot be raised to the 
Commission’s intention to consider evi­
dence bearing on relationships existing 
in connection with filing of reports with 
the Commission, nor could a plea be 
sustained which would deny the Com­
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mission the right to take evidence to 
determine the extent and bearing of 
other relationships. The profession, 
however, must join issue with the Com­
mission’s expressed intention to exam­
ine all relationships between the ac­
countant and the registrant and the 
concurrent implied right to spell out of 
the numerous normal relationships a 
conclusive finding of lack of indepen­
dence—unless and until there is adduced 
direct evidence of bias and lack of 
impartiality.
What are the relationships between 
accountant and client and which rela­
tionships have inherent in them any­
thing likely to give rise to a charge of 
lack of independence? Certain it is that 
in the commonest services rendered by 
the accountant to his client, those of 
audit and accounting and financial ad­
vice, the preponderance of evidence, 
borne out by experience, establishes the 
fact of the accountant’s independence. 
The exceptions are few, in some in­
stances they are border-line cases while 
in others the accountant may have taken 
a position with reference to principles 
or practices that do not meet the Com­
mission’s favor, yet represent an honest 
and unbiased opinion based on the facts 
and knowledge at his command. A dif­
ference of opinion, however strongly 
sustained, should not be grounds for a 
charge of lack of independence. In an­
other type of service, which may be 
classified as advocacy, the accountant 
must be on constant guard. An advocacy 
which consists of statements of fact, and 
the truthful and rational explanation 
of these facts should not be prejudicial 
to the accountant’s position of indepen­
dence and the average wise and experi­
enced practitioner will not bind himself 
to any other type of advocacy.
Practices vary widely in character de­
pendent upon the community, the na­
ture of the clientele and the services the 
accountant is prepared and equipped to 
render. Any presumption that the ren­
dering of a number of services for the 
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same client disqualifies the accountant 
from conducting an objective and un­
biased audit is an unfair proscription 
of the accountant. While it is regret­
table that there have been some cases 
in which the accountant’s conduct is 
open to stricture, it should be borne in 
mind that in many other instances the 
accountant may find himself forced into 
situations by reason of the very inde­
pendence of his position. Where belief 
in his lack of bias, general trustworthi­
ness, soundness of judgment and sense of 
equity commend themselves to all part­
ies at interest, is it fair to say that he 
cannot render the services required 
without laying himself open to a charge 
pf lack of independence because of the 
many-sidedness of the engagement? 
Judged solely by the arbitrary criteria of 
appearance, although unsupported by 
factual evidence, that charge might 
stand; yet the accountant has acted 
throughout as a thoroughly independent 
person. These situations are by no means 
uncommon, and to attempt to apply 
the rule of absolute objectivity is futile, 
particularly in passing judgment on 
human activities. The theory of abso­
lute objectivity is useful as a norm in 
setting standards for human behavior, 
as is absolute zero in scientific research, 
but its application must be tempered to 
the particular situation under consid­
eration.
Agencies of government should be 
admonished to recognize in the profes­
sion the individual capacity to maintain 
and strengthen its time-honored and 
well sustained concepts of indepen­
dence and the collective capacity to 
formulate principles and to establish 
and apply practices; in all of which its 
leadership has not been derelict in the 
past. Government further should real­
ize that the concept of the indepen­
dence of accountants is a universal ideal 
that is quite as capable of being turned 
against questionable or infringing regu­
latory processes as well as against the 
inordinate demands of clients. To the 
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everlasting credit of the profession the 
latter have been resisted with singular 
success. It remains for time to tell 
whether the regulatory processes can be 
restrained sufficiently to permit the pro­
fession to prove beyond question that it 
is capable of enunciating sound ac­
counting principles and of demonstrat­
ing that its primary responsibilities are 
to the public, and not to clients or 
regulatory bodies. Professional disci­
plines are matters of conscience and by 
and large the accounting profession has 
shown a commendable willingness and 
a marked ability to establish the facts 
responsible for its existence and con­
tinuance, to recognize its relation to the 
public welfare and to guide its conduct 
by “what ought to be.”
Individual practitioners, too, have a 
responsibility to the profession, so to 
conduct themselves that charges of lack 
of independence may not lie against 
them. This will require a skillful weigh­
ing of relationships with clients and the 
use of the utmost care where the urge to 
advocacy threatens to develop situations 
where subjective judgments sup­
plant or overshadow professional objec­
tivity. The capacity to distinguish be­
tween the subjective and the objective, 
when the dividing line may be narrow, 
rests with the individual, and will call 
for the utmost restraint, particularly in 
the postwar period when accountants’ 
services will be in great demand. Rela­
tions with many branches of govern­
ment and the armed services on behalf 
of clients will be extensive and, here if 
ever, the profession must clinch once 
and for all its claims to independence, 
and in so definite a fashion as to quiet 
any lingering doubts that may exist in 
the minds of regulatory bodies or the 
public.
The profession must attract men of 
high caliber, with soundly grounded 
principles and the instinctive and 
innate intellectual capacity to perform 
these services in an exemplarily inde­
pendent manner. Then we can para­
phrase Archimedes principle and say 
“that the profession is buoyed up in 
public esteem by a force equal to the 
weight of the skilled and unbiased ser­
vices it performs for society.”
Recommended Reforms in Governmental 
Accounting
By Lloyd Morey, Illinois
Comptroller and Professor of Accounting, University of Illinois 
Member, Committee on Governmental Accounting, 
American Institute of Accountants
This paper can be summarized in 
 these brief and simple asser­
tions:
(1) The United States Government in 
1944, although it has more accounts than 
any single enterprise in the world, many 
of which accounts are of high quality, does 
not have a coordinated, efficient and in­
formative accounting system.
(2) In spite of oft-repeated assurances 
about the existence of a “watch-dog of the 
treasury” and of catching improper expen­
ditures “before the money is spent,” and 
in spite of meticulous checking of in­
dividual transactions, the United States 
Government does not have an auditing sys­
tem which measures up to present day busi­
ness standards.
(3) Although the United States Govern­
ment issues more financial reports than any 
other public agency, these reports are in­
complete, uncoordinated, and in no in­
stance provide a single, concise, and com­
prehensive summary of the over-all financial 
operation and condition of the government.
(4) The divisions of the government re­
sponsible for handling financial transac­
tions in many instances are prevented from 
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keeping the accounts they need, are re­
quired to render reports that are of little or 
no value to them and not coordinated, and 
are subjected to an involved and slow proc­
ess of voucher audit which does not give 
them the protection and assistance that a 
comprehensive audit should provide.
These assertions are not based on 
heresay or assumption but on numerous 
authoritative reviews and reports ex­
tending over a number of years, com­
ing from both within and without the 
governmental organization.
Review of Current Practices
A brief review of the accounting, re­
porting and auditing methods of the 
government as they now exist is in 
order.
The most important single law deal­
ing with these and related matters is 
the Budget and Accounting Act of 1921. 
It establishes the General Accounting 
Office headed by the Comptroller Gen­
eral, and gives that office authority to 
“prescribe” accounts which should be 
kept by the administrative agencies. It 
also gives that office certain audit func­
tions, including the function of review 
and “final settlement” of all amounts 
due the government and all sums due 
by the government to others.
The General Accounting Office, in 
carrying out these directions, requires 
that statements be submitted to it ac­
companied by original documents in 
the form of vouchers, contracts, etc. 
From these and other documents it 
builds up a set of accounts of its own. 
It does not, however, in most instances 
take steps to determine whether the 
system prescribed by it is followed by 
the departments, and except in certain 
cases it does not audit their accounts 
and other records.
Under various prior laws still in ef­
fect, the Treasury Department also is 
required to keep certain accounts. Its 
accounts deal with receipts, disburse­
ments, currency, and debt obligations. 
These accounts are extraordinarily ac­
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curate and carefully kept, as far as they 
go. The work of the Treasury Depart­
ment in accounting and reporting for 
Emergency Relief operations from 1934 
to 1940 constituted an “all time high” 
in complete and expeditious procedure 
in Federal affairs. The Department was 
also authorized through Executive Or­
der 8512 issued in 1940, to assemble in­
formation from departments and agen­
cies looking toward the preparation of 
consolidated financial statements. Con­
siderable progress has been made on 
this program.
All administrative agencies and gov­
ernment corporations keep accounts, 
their scope and extent depending upon 
the complexity of organization in each 
Case and in some instances on the pro­
visions of specific laws relating to them. 
As already indicated, the accounts to 
be kept by administrative agencies are 
prescribed by the Comptroller General.
A wide variety of financial reports is 
issued.1 Some administrative agencies 
issue reports and the Treasury Depart­
ment issues a number of reports of its 
operations which are on a cash basis. 
Many of the independent corporations 
issue financial reports which are of high 
quality and in accord with accepted bus­
iness standards. The Comptroller Gen­
eral has undertaken to issue certain 
summary financial reports for the gov­
ernment but these are based on the 
records of his office which again are in­
complete. There is no single, compre­
hensive, complete financial statement or 
report of the United States Government 
as a whole.
1See Morey and Yankee, “Financial Report­
ing in the Federal Government”—Accounting 
Review, April, 1942.
As to audits, it has been the intent 
of Congress to make the Comptroller 
General the independent auditor of the 
financial operations of the government. 
In general, however, the audit carried 
out by that office is a voucher audit, 
covering the examination of documents 
submitted to it. The actual accounts 
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and reports of most administrative 
agencies are not audited in the true 
sense. The audit in general is confined 
to money and securities and does not 
extend to other property and values. 
It is primarily a paper audit based upon 
formal documents submitted to the au­
diting office, and upon certifications 
appearing on those documents.
In some instances the Comptroller 
General makes audits of government 
corporations, while in other instances 
such audits are made by independent 
public accountants. Most of the cor­
porations secure in some manner com­
prehensive audits made in accordance 
with business standards.
Administrative Agencies Suffer from 
Burdensome Requirements
The term “administrative agency” 
covers those divisions of government 
which are responsible to the President, 
such as the Cabinet departments and 
various separate agencies which are not 
incorporated. The management of most 
of these agencies is vested in an admin­
istrative head appointed by and respon­
sible to the President. They make up 
what may be generally spoken of as 
“the executive division” of the govern­
ment.
Congress has placed upon the heads 
of these divisions the responsibility for 
financial management as indicated by 
the following extract from its laws: “No 
executive department or other govern­
ment establishment shall expend in any 
one fiscal year any sum in excess of ap­
propriations made by Congress for the 
fiscal year or involve the government 
in any contract or other obligation for 
the further payment of money in excess 
of such appropriations unless such con­
tract or obligation is authorized by 
law.”2
2 Sec. 3679 Revised Statutes U.S.C. 31:665.
The responsibility for management 
and expenditures thus obviously rests 
on these agencies under the general 
oversight and accountability of the 
President. Budgetary administration is 
a part of the job of management. An 
adequate system of accounts and re­
ports is necessary for management and 
for budgetary control. The control over 
expenditures must be exercised by those 
immediately responsible for manage­
ment.
Most administrative agencies keep 
detailed and reasonably complete sets 
of accounts. The system for such ac­
counts is prescribed by the Comptroller 
General in Regulation 100, originally 
issued in 1927 and reissued in revised 
form in 1943. There is no obligation 
on the agency, however, to follow this 
system, except that it must conform 
with the classifications and other re­
quirements of the system in its reports 
and materials sent to the General Ac­
counting Office. Furthermore, the sys­
tem prescribed by that office does not 
provide all the information needed by 
many agencies or needed for purposes 
of other reports that they must prepare. 
Consequently, in many instances, addi­
tional accounts are necessary.
In general, the accounts of adminis­
trative agencies are not independently 
audited although they are the basic and 
in many respects the most complete ac­
counts kept in the government. Audits 
of these agencies usually are limited to 
examination of documents submitted to 
the Comptroller General, recording 
receipts of money or representing evi­
dence of disbursement of funds. The 
audits of these documents are made for 
the primary purpose of relieving the 
individual who carried out the transac­
tion from further responsibility. The 
emphasis of the review is on the legality 
of the transaction and the development 
of personal responsibility therefor. A 
vast amount of time and money is spent 
on these audits, but the effort is devoted 
mainly to a check of minor items and 
details rather than an intelligent and 
constructive verification of depart­
mental accounts and operations.
The administrative agency must carry
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out its own audit procedures. If these 
are made dependable, the basic ele­
ments of internal check are provided. In 
most instances this is the case. Neverthe­
less, the audit of the Comptroller Gen­
eral covers every detailed transaction 
individually. It is slow, often being sev­
eral years behind, and it does not touch 
the basic financial records of the agen­
cies nor their financial status.
The administrative agency is required 
to make certain reports to the General 
Accounting Office which must conform 
to the system prescribed by that office. 
It is also required to make certain re­
ports to the Bureau of the Budget and 
the Treasury Department for budget­
ary and central reporting purposes. An 
effort was made not long ago to co­
ordinate these requirements. Budget- 
Treasury Regulation No. 1 (Revised), 
issued under the authority of Executive 
Order 8512, provided a system of bud­
getary reporting by the departments. Its 
provisions were concurred in by the 
Comptroller General. Among other 
things, Form No. 3 was prescribed in 
this bulletin constituting a “Report on 
the Status of Appropriations.” It was 
issued in June, 1942. In October, 1943, 
the Comptroller General issued General 
Regulation 100. In it he prescribed the 
use of Form 1117 “Schedule of Balances 
Showing Status of Appropriations” and 
Form 1118 “Statement of Apportion­
ments and Allotments Accounts by Ap­
propriations.” Forms 3 and 1118 deal 
almost exactly with the same data. Form 
1117 deals in part with the same data 
with some additional subjects. But the 
forms are not identical although they 
must be drawn from the same sources 
and accounts.
Another situation which gives rise to 
great complexity of operation is the 
place and status of the disbursing officer. 
This officer is now held personally re­
sponsible for every disbursement made 
by him even though that responsibility 
is carried also by the certifying officer. 
The disbursing officer is now obliged to 
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keep accounts for appropriations, al­
though such accounts are kept in full 
detail in the office of each agency. The 
agency must also keep cash accounts of 
all of its disbursing officers. For ex­
ample, in the Department of Agricul­
ture there are over 4,000 cash accounts.
It is not surprising that departments 
feel that the requirements placed on 
them by the central offices are mainly 
to serve the needs of those offices with 
too little comprehension of the needs 
of the agencies who must do the work 
and bear the responsibility. I under­
stand that Regulation 100 was issued 
without discussion with the Treasury 
or the Budget Bureau. The General Ac­
counting Office considers that it has the 
authority and the prerogative to issue 
such regulations without such discus­
sion. Its policy in this respect is indi­
cated in a statement by one of its repre­
sentatives that it would “belittle the 
authority of the Comptroller General to 
secure the viewpoints and opinions of 
all others” and it is necessary for him 
“to take action of an arbitrary charac­
ter.”3 Granted that the Office has such 
authority, the record certainly indicates 
that the best results cannot be obtained 
by these methods.
3 Conference on Federal Government Ac­
counting, American Institute of Accountants, 
1943.
4 See Francis N. Fine, “Budgetary Accounting 
in the Federal Government,” Journal of Ac­
countancy, September, 1944.
General Regulation 100 conforms to 
the principles of debit and credit and 
provides a “place for everything.” In 
fact, the schedule of general ledger ac­
counts is so complete that there is al­
most a separate account for every in­
dividual transaction. This has led the 
agencies, with considerable justification, 
to claim that they are required to keep 
too many general ledger control ac­
counts and that there is too little em­
phasis on the operating records.4 *The 
latter are in fact of chief importance 
since it is through them that obligations 
and appropriations must be controlled.
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In this connection there is confusion 
between the use of the term “allotment” 
as used by the General Accounting 
Office and “apportionment” as used by 
the Budget Bureau. There is also a lack 
of clarity between the use of the term 
“encumbrance,” which is the term com­
monly applied in state and municipal 
accounting to cover outstanding com­
mitments in the form of orders and 
contracts, and the term “obligation,” 
which in the government reports cover 
substantially the same items as are cov­




The other type of agency engaged in 
federal financial operations is the gov­
ernment corporation. It came into be­
ing many years ago but the number of 
such agencies has increased greatly in 
recent years. In expending of direct ap­
propriations it is subject to the same 
restrictions as an administrative agency. 
In other operations, however, it has 
much greater freedom. Generally, it has 
the power to set up its own accounts, 
prepare its own reports, and have its 
accounts audited independently. Most 
of these audits have been made by out­
side accountants.
The accounts and reports of the cor­
porations in general are of higher stand­
ard than those of many other divisions 
of the government. Whatever objection 
there may be to the government cor­
poration as a method of organization 
and procedure in handling public busi­
ness cannot be ascribed to faulty fiscal 
methods of these agencies.
In the recent past, constructive steps 
have been taken by the Treasury and 
the Bureau of the Budget to secure 
greater unity in the financial reports of 
these corporations and to assemble their 
reports in consolidated form. This ef­
fort has yielded good results so that 
comprehensive information about them 
is available.
The Comptroller General has voiced 
objection to the fact that the responsi­
bility for audit of these agencies for the 
most part is not placed under him. He 
has urged that he have the same rela­
tion to them as to the administrative 
agencies. The corporations generally 
have opposed this idea and with reason­
able justification. They do not wish to 
be and should not be hamstrung by the 
methods followed in the past by the 
General Accounting Office.
On the other hand, the requirement 
of audit of every agency is obviously 
reasonable. The centralization of re­
sponsibility for such audits is also desir­
able, providing the methods are con­
structive and of accepted standards. A 
pattern has been set in the current ap­
propriation bill of the Commodity 
Credit Corporation. In it the Comp­
troller General is made responsible for 
the audit of the Corporation, but the 
nature of the audit is specified and the 
description conforms to that of the cus­
tomary audit of a business concern.
If this provision is carried out in the 
proper manner, there is no reason why 
the precedent should not be extended to 
other government corporations. The 
Joint Committee on Reduction of Non- 
essential Federal Expenditures5 recently 
recommended that the government cor­
porations be brought under the fiscal 
control of the Budget Bureau, the 
Treasury, and the General Accounting 
Office. In principle, this proposal is 
sound provided, as the Committee sug­
gests, there be “discretion in executing 
the programs.” But if the traditional 
methods of audit and settlement of the 
General Accounting Office are followed, 
the results to all concerned would be 
less beneficial than the present proced­
ures followed by the government cor­
porations.
6 Additional Report of the Committee; U. S. 
Government Printing Office, 1944.
In one specific respect, however, the 
recommendations of the Committee are 
unsound and unacceptable. The Com­
mittee proposes that the Comptroller 
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General “be made the auditor and 
comptroller, ex officio, of each and 
every Government corporation.” Such 
a plan would be distinctly contrary to 
the correct and accepted principles of 
separation between accounting and 
auditing. Responsibility for accounting, 
administrative audit, and financial re­
porting—the usual functions of a comp­
trollership — as elsewhere indicated 
herein, should be vested in the corpora­
tion, as one of the essential features of 
management. Responsibility for inde­
pendent audit, including review of the 
corporation’s system of accounting and 
internal check, may be vested in such an 
office as the Comptroller General, pro­
viding the methods followed are those 
generally accepted as appropriate for 
independent audits and not those fol­
lowed in the past by the General Ac­
counting Office.
Current Practices Are Much 
Criticized
It is not surprising, in view of the 
responsibility placed on government 
agencies and in view of the fact that 
financial transactions originate with 
them and that basic records of such 
transactions must be maintained by 
them, that almost without exception 
they feel that they are burdened with 
requirements that do not meet their 
needs. They claim justifiedly that pres­
ent procedures keep them in long sus­
pense as to whether their actions have 
been correct but fail to provide them 
with the needed review of their methods 
of accounting and internal check or veri­
fication of the accuracy of their records.3 
It is not to be wondered that the 
President’s Committee on Administra­
tive Management in its report in 19376 
made these statements:
6 “Studies of Administrative Management in 
the Federal Government. U. S. Printing Office, 
1937. 7 See Journal of Accountancy, March, 1940,
“The present accounting system of the 
Government is badly scattered and presents 
a rather incongruous mixture of antique 
and modern practices.”
Governmental Accounting
“Financial reporting from the various ac­
counts is far from being systematized, is 
generally lacking in telling information for 
administrative purposes, and is often de­
layed beyond the point of any practical 
value.”
“Although the title of the Budget and 
Accounting Act indicates that the principal 
purpose was to provide a budget system 
and ‘an independent audit of public ac­
counts,’ the distinction between ‘control’ 
and ‘audit’ was confused in the act. It 
placed certain control functions, as well as 
the auditing function, in the Office of the 
Comptroller General, who was thus made 
both a ‘comptroller’ and an ‘auditor.’ ”
It is not without reason that Mr. E. F. 
Bartelt of the Treasury Department 
says, “Nowhere in the government are 
the revenues, expenditures, assets and 
liabilities brought together either in a 
master set of summary accounts or in a 
consolidated financial statement.”3
The Reforms That Are Needed
In 1939-40 the Committee on Govern­
mental Accounting of the American In­
stitute of Accountants made a survey 
of the status of accounting, auditing 
and reporting in the government and 
submitted a report thereon.6 7 It found a 
number of serious deficiencies and listed 
a set of principles as a basis for needed 
changes. Since that time there has been 
much discussion and much has been 
written on the subject. With few excep­
tions, those who have discussed the 
problem concur in substance with the 
recommendations of the Institute com­
mittee. That serious deficiencies do ex­
ist can not fail to be evident from the 
foregoing review.
The changes that are needed in the 
government’s system of auditing, ac­
counting and reporting may be summar­
ized as follows:
(1) Accounting and financial reporting 
should be recognized as administrative 
responsibilities.
(2) Administrative departments and agen­
cies should be held responsible for 
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keeping adequate accounts of their 
operations, providing adequate in­
ternal check thereon, and rendering 
adequate financial reporting. To ac­
complish this end, each agency should 
have a capable accounting officer.
(3) Minimum accounting and reporting 
policies should be promulgated and 
supervised by a central executive 
agency. These policies should be 
based on general unity of principles, 
standards and terminology but not on 
the assumption that a uniform system 
can be prescribed that will fit all 
agencies. They should not exclude any 
agency from the adoption of varying 
classifications suited to its needs so 
long as they harmonize with the needs 
of general unity.
(4) Responsibility for expenditures should 
be placed on the administrative agency 
subject to an independent post audit.
(5) The process of disbursing should be 
simplified and accounts should be set­
tled in the field to the fullest extent 
possible. The accounts of disbursing 
officers should be materially simplified.
(6) There should be an independent post 
audit of the transactions, records and 
reports of every department and 
agency. This post audit should consti­
tute “final settlement” and release of 
liability of certifying officers unless evi­
dence of fraud or negligence is dis­
closed. This audit should be made by 
an agency having no other functions 
and responsible directly to Congress.
(7) Post audits should be carried out in 
such a way as to provide as prompt a 
review as practicable in every case. 
They should be made at the seat of 
operation of each department and 
agency. The original documents 
should be examined in the field and 
left in the possession of each agency 
until such time as they can be trans­
ferred to the Archives or otherwise 
disposed of.
(8) Auditing procedures should corre­
spond in general and be at least equal 
to those employed by public account­
ants. The independent audit should 
include an appraisal of the adequacy 
and completeness of the accounting 
records and of the system of internal 
control.
(9) A central executive agency should be 
charged with the responsibility of pro­
viding a central summary set of ac­
counts for which information would 
be supplied by the administrative and 
other operating agencies. From these 
central accounts, consolidated sum­
mary financial statements would be 
compiled. These statements would be 
reviewed and verified by the inde­
pendent auditing agency.
(10) Congress should provide a joint, 
standing committee of the two Houses 
to receive reports of the independent 
auditing agency and to act promptly 
and continuously on these reports.
Others Concur in Principle on 
These Proposals
The recommendations made herein 
are not fundamentally new nor original. 
They are supported by a long list of re­
views and recommendations by other 
parties and organizations going back 
over many years. In support of this 
statement, the following references are 
cited:
Recommendation of President Hoover 
to Congress in 1932:
“It is not a proper function of an estab­
lishment created primarily for the purpose 
of auditing Government accounts to make 
the necessary studies and to develop and 
prescribe accounting systems involving the 
entire field of Government accounting. 
Neither is it a proper function of such an 
establishment to prescribe the procedure 
for nor to determine the effectiveness of 
the administrative examination of accounts. 
Accounting is an essential element of effec­
tive administration, and it should be de­
veloped with the primary objective of serv­
ing this purpose.”
Report of United States Chamber of 
Commerce on Federal Expenditures in 
1934:
“The Committee is convinced that ac­
counting should be segregated from audit­
ing, and that accounting should be central­
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ized in an agency under the control of the 
President. Such a system would provide the 
administration with machinery necessary to 
establish control over expenditures and also 
afford Congress an independent agency for 
checking the fiscal operations of the ad­
ministration.”
Recommendations of the President’s 
Committee on Administrative Manage­
ment, 1937:
“1. The General Accounting Office should 
be changed to a General Auditing Office—a 
congressional agency—with authority to 
post audit all receipts and all expenditures 
of the Government. The General Auditing 
Office should not keep accounts, but should 
postaudit the accounts and financial docu­
ments of the Treasury Department and of 
the other departments and establishments 
of the Government. It should report its 
findings on the post audits to a joint com­
mittee of Congress. In addition it should 
make financial investigations for Congress.
“2. As a means of establishing account­
ability on the part of the Executive and 
the administrative officers  for their financial 
acts, Congress should establish a Joint Com­
mittee on Public Accounts to review the 
findings of the General Auditing Office, to 
examine the Budget and accounting officers 
of the administrative departments and es­
tablishments, and to make recommenda­
tions to Congress.”
What Can Be Done About It
The people of the United States 
should realize that the vast sums of 
money that they are paying to their 
government in taxes and in loans are 
not being accounted for, audited, or re­
ported in a manner which begins to ap­
proach the completeness which they 
themselves follow and which their gov­
ernment requires of them in their own 
business. This is not a reflection on the 
sincerity or integrity of any government 
official or employee. It stems in part 
from the laws under which these officials 
and employees must operate and in part 
from interpretations and methods fol­
lowed by some or all of these officials.
The situation can be corrected only 
by an energetic demand for reform on 
the part of the people of the United 
States and by cooperation on the part 
of government officials and the interest 
and help of professional bodies such as 
the American Institute of Accountants. 
Through the combination of these ef­
forts there is no reason to believe that 
the financial system of the United States 
Government, complex as it is, cannot be 
brought to conform with the highest 
principles of business efficiency and 
public management.
The Legal and Accounting Professions 
Prepare to Meet Problems of Mutual Interest
By William Charles, Missouri
Chairman, Committee on Cooperation with Bar Association,
American Institute of Accountants
From the earliest days of our pro­
fession, certified public account­
ants have worked harmoniously 
with members of the legal profession in 
the best interests of their clients and the 
general public. Unfortunately, the re­
lations between the two national associ­
ations, namely, the American Bar As­
sociation and the American Institute of 
Accountants, have not always been on 
as satisfactory a basis.
Prior to 1934 the American Institute 
apparently did not think it necessary to 
do anything about this situation, but in 
that year the president of the Institute 
appointed a committee on cooperation 
with bar association and each year since 
1934 a similar committee has been ap­
pointed. When this committee was first 
appointed and on several occasions sub­
sequent to 1934, the suggestion was con­
veyed to the American Bar Association 
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that a corresponding committee on co­
operation with the accountants be ap­
pointed by the American Bar Associa­
tion, but for some reason, which I have 
never been able to learn, the American 
Bar Association failed to act on that 
suggestion.
During the ten years subsequent to 
1934 there have been some meetings be­
tween the members of the two national 
associations, but on such occasions it 
has been necessary for the Institute 
members to deal with the American Bar 
Association’s Committee on the Unau­
thorized Practice of the Law. That com­
mittee is, as you know, the police com­
mittee of the American Bar Association 
and for that reason the Institute found 
it somewhat difficult to establish 
friendly relations with the American 
Bar Association. Professional people are 
inclined to be careless about their pub­
lic relations.
Early this year the chairman of the 
American Bar Association’s Committee 
on the Unauthorized Practice of the 
Law requested that representatives of 
the Institute meet with his committee 
in St. Louis early in February, and at 
that meeting the lawyers expressed a 
desire to do something to improve the 
relations between the two professions. 
The lawyers stated that in the last few 
years the American Bar Association had 
found it very helpful in its relations 
with bankers and realtors to form a 
national conference made up of five 
members from each group and they 
suggested that a similar conference of 
lawyers and certified public account­
ants be organized. The representatives 
of the Institute agreed to recommend 
to our executive committee that the 
Institute take part in such a conference. 
This recommendation was approved 
and as a result of similar action by the 
House of Delegates of the American 
Bar Association the National Confer­
ence of Lawyers and Certified Public 
Accountants was organized. The first 
meeting of the conference was held in 
Philadelphia in May of this year.
In connection with the organization 
of this conference a statement setting 
forth the reasons for its organization 
and the objectives in view was issued to 
the members of both professions and 
the general public over the name of 
the president of the American Bar As­
sociation and of the American Institute 
of Accountants. That such a joint state­
ment could be issued marked an im­
portant step in the improvement of the 
relations between the two professions, 
and the fact that, as was clearly indi­
cated by the statement, the lawyers 
recognized that certified public account­
ants were members of a profession was 
also a definite step in the right direc­
tion.
A full statement of the release re­
ferred to was printed in the report of 
the chairman of the Institute’s Com­
mittee on Cooperation with Bar Associ­
ation in the proceedings of the meeting 
of the Council in May, 1944.
It is important to note that the joint 
statement issued by the two presidents, 
which is in effect the charter of the con­
ference, does not emphasize the con­
troversial question of the extent to 
which accountants may engage in tax 
practice, which question no doubt will 
loom large in the discussions. The state­
ment outlining the scope of the con­
ference goes much further. It suggests 
among the subjects which the confer­
ence consider, simplification of the tax 
structure, tax legislation and adminis­
tration, procedure of administrative 
agencies of the government, expression 
of accounting principles in statutes, 
judicial decisions, legal and accounting 
aspects of corporate financial practice 
and reporting, and other matters of 
mutual interest. The representatives of 
the American Bar Association in the 
conference include the chairman and a 
member of the committee on unauthor­
ized practice of the law, a member of 
the Board of Governors, a vice-chair­
man of the section on taxation, and a 
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representative of the administrative law 
committee. Thus, as we see it, the con­
ference holds out not only the possibil­
ity of clarifying the troublesome ques­
tion of the relation of the lawyer and 
accountant in tax practice, but also the 
possibility of inducing joint action by 
the legal and accounting professions on 
matters of great importance to the 
public.
In considering the relations between 
the two professions it is well for us to 
remember that the legal profession is a 
very much older profession than the 
profession of accounting and that its 
members are exceedingly jealous of 
their rights and privileges. There are 
approximately 180,000 lawyers in this 
country, of whom 32,000 are members 
of the American Bar Association. The 
legal profession is organized along 
much the same lines as the accounting 
profession, with a national organiza­
tion and state and local bar associa­
tions, but the control of the legal pro­
fession over its members is much greater 
than is the case in the accounting pro­
fession.
It must be obvious that in any group 
of men numbering 180,000 considerable 
differences of opinion will exist, and one 
of the subjects upon which there is con­
siderable difference of opinion among 
lawyers is the scope of work which may 
be performed by members of our pro­
fession. Many lawyers are of the opin­
ion that we should not prepare tax 
returns; others would agree that it was 
proper for us to prepare these returns, 
provided we did no more than the 
normal accounting, auditing, or clerical 
work involved, and they would deny us 
the right to interpret the provisions of 
the tax laws even when these provisions 
rest wholly on accounting concepts and 
accounting practices. Needless to say, we 
cannot accept any such limitations.
There are, of course, many lawyers 
who would be content to leave the tax 
work almost entirely to certified public 
accountants and reserve for the legal 
profession only the giving of opinions 
on legal questions arising out of the 
preparation of these returns, the pre­
paration of the record for the court, and 
the presentation of arguments on the 
legal questions involved. The reconcili­
ation of the divergent views of the 
lawyers themselves on these and many 
other questions which could be cited 
is, of course, a difficult task which can­
not be accomplished without a consider­
able amount of discussion and educa­
tion.
On the other hand, certified public 
accountants can make out a strong case 
against the lawyers. We have all been 
confronted in our practice with pro­
visions of legal documents affecting the 
accounts of our clients, which provisions 
were either unintelligible, impractic­
able, or contradictory. The lawyer who 
drew such deeds obviously knew little 
about accounting terms and less about 
accounting principles and failed to 
realize that such provisions should be 
prepared only after consultation with a 
member of the accounting profession. 
Lawyers with no accounting training 
and without consultation with qualified 
members of our profession have under 
taken to express opinions on provisions 
of the revenue laws, which are pure 
accounting, under the very question­
able claim that they and they alone are 
entitled and qualified to interpret the 
law.
In the past the relations between the 
two professions have been disturbed by 
ill-advised acts not only of certified pub­
lic accountants but also of public ac­
countants and others who may be prac­
ticing accounting in some form or 
another. Lawyers frequently complain 
that accountants have prepared for 
their clients such documents as wills, 
leases, and business contracts, and that 
they have attended to the incorporation 
of businesses and the drawing up of 
by-laws. While it is difficult to obtain 
definite proof, I think that undoubtedly 
members of our profession have been 
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guilty at one time or another of per­
forming such acts, which undoubtedly 
come under the practice of the law.
At the meeting of the National Con­
ference which was held last May, several 
committees were formed to study the 
objectives of the conference, and some 
of these committees were able to submit 
progress reports at the meeting of the 
conference which was held on Septem­
ber 10 th in Chicago.
One of the subcommittees has been 
asked to make a report on the question 
of legislation providing for the licensing 
of public accountants not in possession 
of C. P. A. certificates, and while this 
committee has not yet submitted its 
report, it may be well to discuss some 
of the features of this problem at this 
time.
As I have already indicated, the con­
trol of the lawyers over their members, 
through the power of the courts to dis­
bar lawyers, is much greater than that 
which exists in our profession, due prin­
cipally to the fact that a great many 
persons who are practicing accounting 
are not certified public accountants and 
are practicing in states in which there 
are no regulatory laws governing the 
profession. At the present time fourteen 
states have regulatory laws and in vary­
ing degrees the members of the profes­
sion practicing in these states are subject 
to the discipline of the State Board or 
other agency. In the remaining states 
any one may practice accounting, and 
unless he is a certified public account­
ant he is not subject to discipline. The 
position of the Institute on the question 
of regulatory legislation is one of neu­
trality and the decision is left very 
properly with the various state societies. 
What action the National Conference 
will take on the completion of the re­
port of the subcommittee I am unable 
to state, but we must all realize that 
this lack of control over those who are 
practicing accounting creates a definite 
weakness in the position of the members 
of the Institute on this National Con­
ference in their discussions with the 
members of the legal profession.
I may add that the lawyer members 
of the National Conference are very 
much interested in the extent to which 
we can control our members. If we are 
unable or unwilling to exercise effective 
control we cannot very well complain 
if the lawyers move in to protect what 
they consider their rights.
As an example of what may be ac­
complished by this National Confer­
ence, one of the accountant members 
brought to the attention of the confer­
ence certain federal statutes which 
place harsh and unnecessary burdens 
and penalties upon attorneys, account­
ants, and others now serving in the 
armed forces of the country. As a re­
sult a resolution was presented to the 
American Bar Association by the con­
ference suggesting action similar to 
that of the American Institute in peti­
tioning Congress to suspend the federal 
statutes in question.
Pending further decisions to be 
reached by the National Conference at 
subsequent meetings, it may be advis­
able to make some suggestions as to 
how our members can foster good rela­
tions between the two professions.
In an effort to ascertain to what ex­
tent the state societies and the state and 
local bar associations have joint com­
mittees of cooperation with each other, 
a communication was addressed to the 
local bar associations and state societies 
of certified public accountants asking 
for information as to what committees 
were in existence. Only eight of our 
state societies answered the communica­
tion but in each case they had commit­
tees on cooperation with the bar. Nine­
teen replies were received from local 
bar associations and only two of these 
maintained committees on cooperation 
with the accountants. Based on these 
replies I think you will agree that there 
is much to be done by the state societies 
in fostering better relations with the 
legal profession, and I suggest for the 
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consideration of the representatives of 
these state societies here today that ac­
tion along that line should be taken on 
as early a date as possible.
In this connection, it is well to re­
member that under the constitution of 
the American Bar Association no action 
taken by it or any committee serves to 
bind in any respect any state or local 
bar association. The necessity of our 
state societies establishing friendly re­
lations with the state or local bar as­
sociations is therefore extremely im­
portant.
In our discussions with the members 
of the legal profession we were sur­
prised to learn that they did not know 
that the American Institute of Account­
ants had a code of ethics and that it was 
strictly enforced. When we submitted to 
them our code of ethics they were im­
pressed with the fact that it was basic­
ally similar to that adopted by the legal 
profession. It might therefore be of 
advantage if the state societies would 
furnish the local bar associations in 
their communities with copies of their 
code of ethics and at the same time 
obtain from these local bar associations 
copies of their code of ethics. Perhaps 
if we know something about the ideals 
of each other’s profession we may have 
a greater respect for each other.
I understand that already some of the 
state societies have arranged to include 
in their programs for the coming winter 
talks by members of the legal profes­
sion, either on the subject of this Na­
tional Conference of Lawyers and 
Certified Public Accountants or on mat­
ters of mutual interest to the two pro­
fessions. Such action is to be com­
mended.
At an informal discussion which we 
had at our meeting in May it was agreed 
that one of the most important ques­
tions which will come before the con­
ference, namely, the tax work done by 
members of both professions, should be 
left over for discussion until we had 
perfected our organization and disposed 
of a number of minor matters. How­
ever, part of this important question 
was unexpectedly injected into our 
meeting in Chicago on September 10th. 
Shortly before that meeting the Amer­
ican Bar Association published an ad­
vance program of its annual meeting 
to be held in Chicago on September 
11-14, 1944. Included in that advance 
program, which went to all of the 82,000 
members and state and local bar as­
sociations, was a copy of the report of 
the American Bar Association’s Com­
mittee on Unauthorized Practice of the 
Law, of which Mr. David F. Maxwell is 
chairman and Mr. Ed M. Otterbourg is 
a member. Mr. Maxwell is co-chairman, 
and Mr. Otterbourg is a lawyer member 
of the National Conference of Law­
yers and Certified Public Accountants. 
The report in question referred promi­
nently to the formation of the National 
Conference of Lawyers and Certified 
Public Accountants and expressed the 
hope that it would reach an accord as 
to where the practice of accountancy 
ends and the practice of law begins to 
the mutual benefit of both professions 
and the public. Later in the report, in 
discussing the situation which occurred 
in the early part of this year, whereby, 
to quote the report, “Over night there 
sprang into being a nondescript crea­
ture known as a tax consultant,” the 
report referred to the changes in the 
Revenue Act of 1944 which simplify 
income tax returns for the average in­
dividual, and concluded with the fol­
lowing opinion:
“In the opinion of your committee 
this law eliminates the necessity for any 
further attempts to distinguish between 
simple and complicated income tax 
returns and the preparation of all in­
come tax returns other than the op­
tional ones described above should be 
construed as the practice of law. Hence, 
local committees are advised to act 
promptly to prevent in the future un­
qualified individuals from holding 
themselves out to the public as income 
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tax experts and from making a business 
of preparing income tax returns for 
others.”
Later in the report the decision in 
the Loeb case in Massachusetts is dis­
cussed, and the final part of the para­
graph on that case reads as follows:
“The court made it perfectly clear 
that its decision did not apply to the 
preparation of complicated tax returns 
or to the giving of advice upon ques­
tions of law incidental to the prepara­
tion of income tax returns. It is to be 
noted that this rationalization of the 
subject dovetails with the new Revenue 
Act of 1944 to which reference has al­
ready been made. In the opinion of 
your committee this case may be used 
as authority in any suit to prevent an 
unqualified person from preparing a 
more complicated tax return under the 
new revenue law.”
While this question of the prepara­
tion of tax returns was brought up in a 
discussion of the “nondescript creature 
known as a tax consultant,” we con­
cluded that if such a person in prepar­
ing a tax return was practicing law, the 
same would apply if the tax return 
were prepared by a certified public 
accountant.
The secretary of the Institute brought 
this matter to the attention of Mr. 
Maxwell immediately and received the 
explanation from him that he had no 
intention of even inferring in his report 
that a certified public accountant could 
not prepare a tax return; and he offered 
to do whatever was possible to remove 
any such misunderstanding.
At the meeting of the National Con­
ference on September 10th we expressed 
grave concern over the fact that this 
other committee of the bar had taken 
up and apparently disposed of a subject 
which we understood would come be­
fore the National Conference of Law­
yers and Certified Public Accountants 
and that the question had been dis­
posed of without the members of the 
Institute having had an opportunity 
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to present their views. We stated em­
phatically that we could not accept the 
statement that the preparation of an 
income tax return was the practice of 
the law—that when we prepared an in­
come tax return we were practicing 
accounting—that we had no desire to 
practice law in any shape or form, nor 
were we prepared to accept the theory 
that when we prepared tax returns we 
were practicing law under a special dis­
pensation.
The lawyers expressed their regret 
that this report should have disturbed 
us to the extent indicated, but con­
tended that we were drawing an im­
proper inference from the report, which 
referred solely to unqualified persons.
The question then resolved itself 
into what could be done either to 
amend the report to our satisfaction or 
to publicize to the same extent as the 
report had been publicized the views of 
our profession on this question. We 
were advised that it was impossible to 
amend the report, but Mr. Maxwell 
offered to appear on the floor of the 
House of Delegates of the American Bar 
Association in connection with his re­
port and explain that there was no 
intention even to infer that certified 
public accountants could not prepare 
tax returns, and he suggested that this 
might be supplemented by a resolution 
to be passed by the National Confer­
ence, which he personally would pre­
sent to the House of Delegates. It was 
stated that the explanation of his report 
and the resolution to which I have re­
ferred would, if accepted by the Ameri­
can Bar Association, be printed in the 
proceedings of the meeting and that 
copies of these proceedings would in 
due course be furnished to all of the 
members and state organizations who 
had already received the advance pro­
gram of the Bar Association’s meeting.
After careful consideration, we ac­
cepted these suggestions as evidence 
that the Bar Association’s representa­
tives on the conference sincerely desired 
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to remove any misunderstanding which 
might result from the report of their 
committee.
In the preparation of the resolution 
it was decided for obvious reasons to 
incorporate several other matters, and, 
when finally passed, it read as follows:
Whereas, Lawyers and certified pub­
lic accountants are trained profes­
sional men, licensed by the several 
states, and required to bring to their 
public service qualifications both as to 
competency and character; and
Whereas, The American Bar As­
sociation and the American Institute of 
Accountants have adopted codes of 
ethics to assure high standards of prac­
tice in both professions;
Be it Resolved, In the opinion 
of the National Conference of Lawyers 
and Certified Public Accountants
1. That the public will be best served 
if income tax returns are prepared 
either by certified public accountants 
or lawyers.
2. That it is in the public interest for 
lawyers to recommend the employ­
ment of certified public accountants 
and for certified public accountants 
to recommend the employment of 
lawyers in any matters where the ser­
vices of either would be helpful to 
the client; and that neither profession 
should assume to perform the func­
tions of the other.
3. That certified public accountants 
should not prepare legal documents, 
such as articles of incorporation, cor­
porate by-laws, contracts, deeds, trust 
agreements, wills, and similar docu­
ments. Where in connection with 
such documents, questions of account­
ancy are involved or may result, it is 
advisable that certified public ac­
countants be consulted.
We endeavored to have the wording 
changed from that of “certified public 
accountants” to “members of the ac­
counting profession,” or at least to in­
clude public accountants who were 
licensed under state laws to practice ac­
counting. The lawyers, however, stated 
that it would be impossible to make 
these changes and they very correctly 
pointed out that this was a National 
Conference of Lawyers and Certified 
Public Accountants and that any action 
taken must be restricted to certified 
public accountants.
We have been informed that the 
above resolution was submitted to the 
House of Delegates by Mr. Maxwell, at 
which time he made the following state­
ment:
“It has always been customary for the 
Unauthorized Practice of Law Commit­
tee to supplement its report by advising 
the House of any developments occur­
ring during the convention. The House 
will be pleased to hear that the Na­
tional Conference Group of Account­
ants and lawyers, which you authorized 
at the mid-winter meeting, held its 
first business meeting on Sunday of 
this week.
“The meeting was most successful 
and a satisfactory basis was established 
for the future cooperation of the two 
groups in the public interest. Important 
resolutions were adopted which I have 
been instructed by the Conference to 
report to the House. I will therefore 
read the resolutions.
“With these resolutions as a basis, 
the Conference looks forward hopefully 
to collaborating together for the bene­
fit of the public. In this connection 
your attention is directed to the report 
of your committee which is printed on 
page 72 of the advance program, where 
recommendation is made to local and 
state committees to take vigorous and 
prompt measures to prevent pseudo tax 
experts and other unqualified persons 
from engaging in the business of pre­
paring income tax returns.
“This recommendation is not pointed 
at certified public accountants. On the 
contrary, your committee recognizes 
certified public accountants as profes­
sional men qualified by education and 
training to prepare income tax returns. 
The report rather is directed against 
the thousands of unqualified persons 
who have been engaging in this practice
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without any educational background or 
experience for their personal profit as a 
business, and whose activities are un­
questionably against the public inter­
est.”
In a recent conversation with Mr. 
Maxwell, he informed me that several 
lawyers had expressed to him at the 
Bar Convention their approval of the 
resolution, that he had received letters 
from lawyers in different parts of the 
country expressing their approval, and 
that not a single objection had been 
registered. I am hopeful that the mem­
bers of the Institute will be as well satis­
fied as is apparently the case with the 
members of the legal profession.
In the course of the discussions with 
the lawyer members of the Conference, 
your representatives raised this ques­
tion:
“Assuming, but not admitting, 
that the preparation of tax returns 
is held to be the practice of law, 
how can a certified public account­
ant logically be permitted to engage 
in such practice while an ‘unquali­
fied’ accountant may be enjoined 
from so doing?”
The lawyer members of the Confer­
ence explained that such distinction is 
quite logical and is supported by judi­
cial authority. It seems that some courts 
have held that one who is regularly es­
tablished in a profession or business and 
recognized as qualified to carry on such 
profession or business may properly un­
dertake work arising inevitably in the 
course of his profession or business, 
even though it necessitates dealing with 
elements of law to a limited extent. The 
lawyers say that what might be consid­
ered the practice of law, if done by an 
unrecognized or unqualified person, 
need not be considered the practice of 
the law if it is incidental to the practice 
of accounting, for example, by a quali­
fied and recognized practitioner. The 
lawyers have cited the admission of 
certified public accountants to practice 
before the Treasury Department and 
the Tax Court, as evidence of specific 
qualifications to engage in tax practice 
even though it requires them to deal 
to a limited extent with questions which 
technically would be considered ques­
tions of law.
Personally, I have some difficulty in 
following this fine legal distinction, and 
the difficulty increases when I apply it 
to a given set of facts and try to predict 
what the decision would be and how 
our position could be safeguarded.
The very plausible theory that a certi­
fied public accountant who is licensed 
to practice before the Treasury or Tax 
Court has a special dispensation to prac­
tice law while so doing should, in my 
opinion, be emphatically rejected as 
unsound.
I maintain that certified public ac­
countants should not practice law in 
any form or manner; that when they 
prepare an income tax return they are 
practicing accounting, not law; that the 
determination of gross or net income is 
essentially an accounting problem re­
gardless of whether it is income under a 
tax statute or income to be reported to 
stockholders; and that the discussion of 
accounts of a client with the tax au­
thorities is no more the practice of law 
than would be the case if the same ac­
counts were discussed with the client 
himself. 
Not being a lawyer, I cannot say if 
the courts would agree with that state­
ment, but I submit that it is the com­
mon sense approach to the question and 
furnishes the only logical grounds on 
which the accounting profession can 
stand.
In the past members of both profes­
sions have endeavored to fix the bound­
aries between the two professions, par­
ticularly in this tax work; so far without 
success. This National Conference will 
undoubtedly survey the debatable 
ground between the two in an effort to 
reconcile the views of both professions. 
The paramount question to be consid­
ered is what is in the best interests of 
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the client, and if members of both pro­
fessions sincerely attempt to answer that 
question in their daily practice, most, 
if not all, of the difficulties and dif­
ferences of opinion will disappear. ,
This National Conference presents 
the first real opportunity to solve the 
mutual problems of the two professions.
I can assure you that your representa­
tives will do everything in their power 
to make it a success and with the con­
tinued cooperation of the representa­
tives of the legal profession I feel confi­
dent that we can do much to iron out 
the differences between the two profes­




The International Congress of 1904
By Robert H. Montgomery
Member, American Institute of Accountants
S
eniority in years and a reputation 
for very short speeches are re­
sponsible for my appearance this 
evening. I can’t change the first and 
won’t change the second.
But I am like a man who was called 
old because of his age. He said: “I am 
not old. I have just been here a long 
time.”
A few days ago I read this:
“Mr. Ricardo did not resent, as so 
many people do, a suggestion by any 
of his acquaintances that he was get­
ting old. On the contrary, he recognized 
certain advantages in the slow advent 
of old-age. He no longer had to invent 
excuses for not playing games or not 
indulging in violent sports. He re­
ceived consideration, too, from the po­
lite people of younger generations. He 
was frequently addressed by them as 
‘sir’.”
I will not review all we did here in 
1904. We had serious things in hand 
which we resolved to do in a serious 
way. And we did them.
To a great extent we were carefree 
and lighthearted. There were no war 
clouds nor any thought of war. So we 
ate (and how we ate, and with unlim­
ited butter); we drank (and how we 
drank); we danced and sang. We ate 
and drank better than we danced and 
sang!
But how we dressed! I blush to think 
of it. I am glad my children are not 
here to listen to this confession. I pass 
around a photograph showing how we 
all dressed on the hot summer days of 
1904. And when we walked out in the 
heat we all wore top hats! As I read 
one of the papers under a hot vest, my 
boiled shirt hardly concealed the steady 
flow of moisture from head to foot.
If it had not been for the 1904 St. 
Louis meeting, under the auspices of 
the Federation of Societies of Public 
Accountants, I think it unlikely that 
the Federation and the American Asso­
ciation of Public Accountants would 
have merged; I think it unlikely that 
the American Association would have 
become the American Institute; and 
also unlikely that the American In­
stitute and the American Society would 
have merged into our large and thor­
oughly representative body which meets 
here in 1944. To me St. Louis is a 
symbol and a shining light in account­
ancy history.
And we owe the 1904 meeting to just 
one man whose untiring industry and 
affectionate devotion to our profession 
is without parallel. May we drink a 
silent and thankful toast to the memory 
of one who was a dear friend and com­
rade of mine—George Wilkinson.
And the 1904 meeting was carried 
through from start to finish by another 
great accountant, who as president pre­
sided with rare ability, one whose 
friendship all of those who knew him 
look upon as one of the finest things 
in our lives. I ask you to join me in 
a toast to J. E. Sterrett.
This covers the chairman and the sec­
retary of the Congress. I hope it will 
be a long time before you drink a silent 
toast to the treasurer.
Vic Stempf, who arrived in St. Louis in 
1904 at the age of four, took practically 
no interest in the meetings. George 
Oliver May was one of the bright and 
shining lights. He was just about old 
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enough to be chairman of the enter­
tainment committee. He got the Gov­
ernor to be here and he arrived for the 
banquet. In the Proceedings, I find 
this: “He did other great and wonder­
ful things.” That started George in 
the way of writing a book. Each year 
he told his publisher it would be ready 
the following year. It came out last 
year! But it was worth the delay. It 
is a fine book and everyone should have 
a copy.
During our meeting in St. Louis, 
there was a terrific upheaval in the 
East. On our return to New York we 
inquired the cause. With surprise at 
our ignorance, we were told: “Don’t 
you know that Jack Carey has been 
born!”
The year 1904 was such an outstand­
ing spot in accountancy history that 
we might well erect a monument here 
in St. Louis so that future generations 
will not forget it.
It meant real getting together as a 
profession. The meeting here resulted 
in the starting of The Journal of Ac­
countancy. I well remember running 
around and collecting the funds. And 
I arranged with the original two edi­
tors, Professors Johnson and Meade, to 
take their salaries in preferred stock.
(Jack, take warning!)
It started me to write a book. Maybe 
St. Louis will try to forget that.
Then we went on until 1915 when as 
a profession we were in pretty good 
shape to tackle First World War ac­
counting and when it struck us in 1917 
may of us were called to Washington as 
in 1942.
In these forty years we have made 
enormous strides upwards in every way 
—except one. Forty years ago if any­
one asked “what or who is a public 
accountant,” he would be told “a pub­
lic accountant is a bookkeeper out of 
a job—who drinks.”
We eat better now because we earn 
more money; our members are found 
in every position of responsibility; we 
have a magnificent literature and a 
Journal second to none. It is my recol­
lection that the bound volume of the 
proceedings of the 1904 meeting con­
stituted the first piece of what might 
be called American accountancy litera­
ture. At the time we were using British 
books, which were good but a bit on 
the heavy side. The proceedings of 
this and previous annual meetings 
speak for themselves. Thank God we 
are not so constituted that we are will­
ing to stand still.
I am truly thankful that in the one 
phase of accounting, in which instead 
of going forward we are slipping deeper 
and deeper into a bottomless pit, we 
are not a particle to blame. I refer to 
taxes.
Not long after the 1904 meeting, that 
is in 1909, the first so-called Federal 
Corporation Income Tax Act was 
enacted into law. And what a mess it 
was! Before enactment the account­
ants went on record that it was impos­
sible to administer. We were rudely 
flouted by the powers in Washington. 
History records that the law was not 
enforced for a single day.
From 1913 on I need not comment 
on the sad aftermath of the welter of 
federal tax laws which followed. No 
one thought they could be worse than 
the 1909 mess. But everybody was 
wrong. They were and are worse. 
The Treasury did not attempt to ad­
minister the 1909 law as it was written. 
Today the Treasury attempts to admin­
ister an impossible law by sophistry and 
court decisions which are so liberally 
sprinkled with dissenting opinions that 
we are all befogged.
I would like to go on record with a 
very short prophecy. Unless the thou­
sand and one suggestions for tax reform 
are all, and I mean all, referred to a 
non-partisan commission we will con­
tinue to stumble along the dark path 
of the past twenty and more years.
And the accountants and lawyers 
will be driven to receive more reluctant 
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fees. I mention this here because ever 
since we got together here in St. Louis 
in 1904 accountants have, in season and 
out, steadfastly worked, plead and 
fought for simplification, not only in 
taxation but in every other field of 
business and finance. When we look 
on the part which these fields play in 
our every day life, we can be proud of 
our record. We have fought a good 
fight.
To our younger members I would 
like to pass on a comment made to me 
by Dr. Hu Shih, then Ambassador from 
China to the United States. As I heard 
it I was reminded of the daily lives of 
accountants who achieve success. Here 
is what Dr. Hu Shih said:
“One of the most important things 
in life, and the most important of all 
so far as developing our intellects and 
Stimulating our minds, is to have at 
all times some specific problem in hand 
which we have not solved. When we 
have no unsolved problem on our 
minds, we surely deteriorate.”
We are lucky that we always had our 
unsolved problems. On the whole, 
and in spite of many mistakes and im­
perfections, I think we old fellows are 
entitled to hold ourselves out as a chal­
lenge to the youth of today. We burned 
the midnight oil in order to improve 
ourselves. We were not afraid to change 
our minds and accept suggestions. And 
we always had in our hearts a warm 
feeling of affection and respect for our 
fellow accountants. And we have made 
a wonderful profession out of it all. 
We are proud of it today. It is my 
prayer that you who must now carry the 
burden will also carry a torch.
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The Profession Comes of Age
By Samuel J. Broad
President, American Institute of Accountants
As a profession we are com­
ing of age. Increasingly our 
voice is being listened to as 
that of one who has a right to speak 
and something to say worth listening 
to. In our early days we had to look to 
others for support and to lean on them. 
Historically it is of interest that the 
1917 issue of the Federal Reserve bul­
letin on balance sheets was issued by 
the Federal Reserve Board, and was 
offered by the board as a guide to ac­
countants and auditors. The successor 
bulletin of 1929 “Verification of Finan­
cial Statements” was also issued by the 
Federal Reserve Board, though in this 
case the board gave credit to the Amer­
ican Institute of Accountants for the 
revision made.
Later we became stronger; we began 
to stand alone. Perhaps the first im­
portant official step in this direction 
was taken in the correspondence be­
tween the Institute and the New York 
Stock Exchange in 1932-4. There ac­
countants set forth in broad terms the 
responsibilities they were prepared to 
undertake and the means by which 
they sought to meet them. A further 
step was taken in 1936 when the suc­
cessor to the Federal Reserve bulle­
tins, “Examination of Financial State­
ments by Independent Public Account­
ants,” saw the light of day. It was 
now our own bulletin. In the language 
of its title page it was “prepared and 
published by the American Institute 
of Accountants.” Absence of other 
sponsorship was no accident; it was a 
deliberate action, taken by the Institute 
after careful consideration, and with 
the approval of the Federal Reserve 
Board.
Increasingly since then we have 
claimed the right to establish and main­
tain our own standards. Committees, 
formed for the purpose, have sought to 
crystallize and establish accounting 
principles and auditing standards which 
can be accepted generally as sound and 
authoritative and which the practi­
tioner can follow with confidence. That 
is not to say that we have any desire to 
ride roughshod over the views of others. 
Rather, having sought and considered 
all viewpoints, the profession feels that 
it is itself best qualified, by experience 
and by training and with the objec­
tivity of approach which is necessarily 
derived from that training and experi­
ence, properly to weigh the various con­
siderations, and the sometimes con­
flicting viewpoints, and to set the course 
to be followed.
But as we cast off the habiliments of 
childhood and don the garb of man­
hood we also take on increased respon­
sibilities. In the last few years we have 
begun—and it is, I hope, only a begin­
ning—to take a more active and articu­
late interest in those fields of national 
affairs which impinge particularly on 
the sphere of our activities. Our efforts, 
and the efforts of those who have felt 
as we did, have not been without suc­
cess. The theory of selective test audits 
has been in large measure accepted and 
adopted in connection with govern­
ment contracts, and has received legis­
lative sanction. A start has been made 
in the direction of tax simplification; 
and though our suggestion of a non­
partisan commission to establish a co­
ordinated long-range tax policy has not 
progressed as much as we might have 
hoped, the objectives, if not the means, 
have been almost universally accepted. 
Our views, vigorously expressed, were 
quite influential in helping to bring 
about a practical and realistic approach 
by Congress to the audit of termination 
settlements and in avoiding the morass 
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of duplicate audits. We are working, 
though with only modest progress, 
toward improvements in governmental 
accounting. We should continue to 
make our influence felt on these and 
similar matters on which our training 
and experience particularly qualify us 
to speak.
At first glance it might appear that 
our efforts have met with greatest suc­
cess in those cases, tax simplification 
and test audits, for example, in which 
they seemed to be directed against our 
immediate self-interest. From the stand­
point of our long-range interest, how­
ever, our standing and influence as a 
profession will be measured, not so 
much by our financial success or our 
numerical increase as by the extent to 
which our services contribute to the 
common good. The work we do should 
have economic value. There is little 
satisfaction and less prestige in doing 
“made” work.
In suggesting this I do not wish to 
preach a gospel of theoretical perfec­
tion. But I do believe that we must be 
ready to stand up and have our contri­
bution judged by objective standards 
of competence and worthwhile per­
formance and that this will determine 
the value at which our services are es­
teemed. What I suggest is enlightened 
self-interest rather than a counsel of 
perfection.
Another responsibility of maturity is 
the responsibility for self-discipline. 
The very nature of our work and our 
relations with third parties makes this 
responsibility paramount and perhaps 
more important than in the case of any 
other profession. Reputation for in­
tegrity and, what for us is the twin 
brother of integrity, independence, is 
our stock-in-trade.
Independence is largely subjective, a 
state of mind, felt and exercised in per­
sonal and business relationships; and 
in a civilized community indepen­
dence must be combined with respect 
for the rights of others. There is only 
one standard of independence in ac­
counting practice, the standard of an 
honest man and one who respects the 
rights of others whether he has imme­
diate dealings with them or not.
There is a growing tendency to judge 
independence, this subjective quality, 
this state of mind, more and more by 
objective criteria or manifestations. Of 
course, actions performed are the prin­
cipal evidence as to what the state of 
mind is; and the cumulative effect of a 
series of actions may lead to a conclu­
sion as to the state of mind. It may 
well be, however, that the objective 
standards by which independence is to 
be judged are not absolute in their 
character but should be considered in 
the light of other surrounding circum­
stances. As long ago as the time of the 
Greek philosophers, it was recognized 
that there was no absolute right and no 
absolute wrong. Whether a particular 
action was right or not depended on 
the circumstances under which it was 
performed and it was to be judged by 
what a right-thinking man, a “good” 
man, would have done in the same cir­
cumstances. The classic example is 
the story of the captured Greek soldiers 
who took their own lives for fear that 
under torture they would betray their 
country’s secrets to the enemy. Though 
suicide was deemed a sin the men went 
down in history as heroes rather than 
as criminals. What would have been 
wrong in other circumstances was a vir­
tue in the circumstances existing.
Let me relate this to public account­
ing practice by means of an example. 
In certain types of credit risk—the 
dress goods industry in New York is 
one, and there are many such through­
out the country—there is a strong de­
mand for a type of service in which the 
certified public accountant acts as a 
kind of independent auditor-controller 
to whom the credit grantor may apply 
for information and expressions of 
opinion. Not infrequently his work 
goes beyond the scope of an external 
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audit and overlaps into the sphere of 
company accounting, a sphere in which 
the independent public accountant 
usually avoids any important partici­
pation. But such work is done with 
the knowledge and approval, and even 
at the behest of, the third parties in­
terested and these third parties do not 
hesitate to set up and demand from 
the accounting practitioner a high 
standard of independence in his deal­
ings and in his reporting. They have 
other evidence by which to judge his 
state of mind. If the parties vitally 
interested, on the basis of this evidence, 
are satisfied as to the certified public 
accountant’s independence it would 
seem illogical for others to take the 
position that he should not be consid­
ered independent, solely by reason of 
the fact that he assisted in the book­
keeping. Independence is a subject 
which will continue to receive the seri­
ous consideration of the Institute.
No profession can be stronger than 
its personnel and the independence 
which we desire as a profession and the 
independence which is required of us 
as practitioners make it essential that 
we attract into our ranks the right cali­
ber of younger men; and, that having 
attracted them, we see to it that they 
are adequately trained. With this as 
an objective our Committee on Selec­
tion of Personnel is conducting a well 
conceived and well directed plan of re­
search. Our educational program also 
has recently been extended and coordi­
nated, with the appointment of a Di­
rector of Education. These are long 
range activities which should have our 
continued interest. They are worthy 
of the best brains of our profession.
Most of the important questions 
which face us affect us in our relations 
with the public. Good public relations 
is a jewel having two principal facets. 
The first is doing a good job, and the 
second is getting credit for doing it. 
We must first strive so to conduct and 
regulate ourselves as to merit confi­
dence in ourselves and in our work. 
That much is self-evident, but that 
alone is not enough. We must also con­
vince the public that we have integrity, 
that our work is deserving of confi­
dence, that our reports can be relied 
upon and acted upon. Such confidence, 
after all, is the life blood of our 
profession, the very reason for its ex­
istence.
Our steady gains are convincing evi­
dence that we are headed in the right 
direction. On the strength of that evi­
dence I gladly assume the office held 
by so many illustrious predecessors, with 
the hope that I may follow worthily in 
their footsteps and make my contribu­




The Profession in Canada
By Fred Johnson
President, Dominion Association of Chartered Accountants
Mr. president and Members of 
the American Institute—may 
I convey to you the good 
wishes of the members of the Dominion 
Association of Chartered Accountants 
and say how happy I am to do so. We 
were all disappointed that it was im­
possible for you, Mr. President, to visit 
us at Saint John. I can assure you, you 
would have had a hearty welcome.
Many of us, myself included, served 
articles with George A. Touche & Com­
pany, and we felt you were one of the 
family. However, you were well repre­
sented by Mr. John Carey and his 
charming wife. We took them to our 
hearts for themselves alone, and his 
kindly greetings and interesting talk 
were well received and appreciated by 
us all. I don’t think anyone can say that 
we are as a whole a speculating pro­
fession but we thought so much of 
Mr. Carey that one of our members 
put his shirt on him and Mr. Carey 
now has in his possession the famous 
red shirt, the race having been well and 
truly won.
Mr. Chairman, I realize the great 
honour you have conferred on your 
Canadian brethren by allowing me the 
pleasure of coming before you and 
speaking to you. Reading the published 
reports of your previous meetings, I 
am always astonished at the amount 
of material covered and the work done 
by your members, so that, however 
pleased a Canadian may be in holding 
the office I do, he must feel a little 
scared when he appears before you, and 
wonder as I did, what on earth to talk 
about that will be of interest to you.
In 1941 Mr. George C. McDonald ad­
dressed you on the “Impacts of the 
War on the Profession in Canada.” In 
1942 my friend Kris Mapp told you 
the part Canada generally was playing 
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in this war, and last year Harry Norman 
undoubtedly told you all about The 
Commonwealth Air Plan. These pred­
ecessors of mine have all had consid­
erable experience with various govern­
ment departments and are called in by 
the government for guidance and to sit 
on boards, but I, living in the West, 
am simply a practicing Chartered Ac­
countant, particularly interested in, be­
sides getting a living, student education. 
I know you do not want to hear about 
our boundless prairies, you have plenty 
of your own, nor the inequities of our 
government in not allowing us to ship 
cattle to you—you have probably gone 
on a lamb diet anyway. Therefore, 
following the suggestion of John Carey, 
I wish to tell you some of the things we 
discussed at Saint John, and my own 
opinions and reactions.
The highlight of our first general 
session was the address previously re­
ferred to, given by Mr. Carey. On 
Wednesday morning, Mr. Norman pre­
sented a paper on “Financial State­
ments under Wartime Conditions.” 
The paper covered ten points and was 
intended to provoke discussion. I pro­
pose to deal very briefly with the ten 
points to give you some idea of the 
general line of thought of the members 
of our profession.
(I) Comparative Statements—are these 
desirable or otherwise? It was considered 
that where a company had any amount of 
war production, comparative statements 
would be dangerous unless the amount of 
such production was clearly shown.
(II) Renegotiations. You are all more or 
less familiar with this problem and the 
difficulty of finalization of annual state­
ments. While there is always the possibility 
of redetermination of profits, we are faced 
with the difficulty of how to deal with the 
matter in the balance sheet. Reserves against 
such a contingency may be considered un­
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desirable by the client. However, it was felt 
that where the auditor has notice from one 
party of renegotiation, some indication 
should be given to the shareholders.
(III) Income on Cost-Plus Contracts. 
Many interesting points were covered under 
this heading and it was considered the 
more correct policy to take profits on the 
“billable basis,” or we might say where the 
sale has actually taken place.
(IV) Accelerated Depreciation and 
Amortization of Wartime Facilities. The 
important point and one which is some­
times lost sight of, is the effect of this on 
inventory valuation. It was suggested that 
where this is of major importance a reserve 
might be created for the amount included 
in the inventory and also a footnote show­
ing the amount of these items charged to 
cost of sales in the year.
(V) Depreciation. Under certain condi­
tions we may have an item in the corporate 
accounts which may not be allowed for 
income tax purposes. Where such is in 
existence and has a major effect on the 
accounts, full disclosure should be made.
(VI) Inventory, Deferred Maintenance 
and Other War Reserves. The necessity of 
providing for such reserves is unquestion­
able and it was the considered opinion of 
the members that such charges should be 
made to income and not to surplus
(VII) Postwar Refund on Taxes. It seems 
the best method to display this item is to 
show the full amount of tax as a deduction 
from income and the postwar refund 
shown as offsetting items on the balance 
sheet.
(VIII) Cash Advances on War Contracts. 
While it was deemed desirable to show 
these as separate items on the balance sheet, 
the particular nature of the advance would 
determine how it should be shown.
(IX) Inventories. Where there are two 
classes of inventory—material used for 
government contracts and the usual inven­
tory, it would appear desirable to segregate 
the two classes. The “lifo” method of deter­
mining inventory values was discussed, and 
while this is not acceptable for tax pur­
poses, it was considered that due to the fact 
that postwar inventories may materially de­
cline, the method may well be adopted, 
notwithstanding the fact that it is disal­
lowed for tax purposes.
(X) Fixed Assets. The difficulty of hav­
ing assets with special depreciation and 
facilities made available to a company by 
the government was discussed, and it was 
considered necessary to show the groups 
separately on the balance sheet. Assets pro­
vided by the government shown as a memo­
randum item as these would have a direct 
relationship to the earnings statement.
The general discussion on the fore­
going points was interesting but good 
sound accounting standards appeared 
to apply in each case.
The reports from the several com­
mittees were of great interest to us, but 
I doubt at this moment if they would 
interest you gentlemen, as the most im­
portant one was of an interim nature, 
that of the Postwar Planning Commit­
tee. However, I should just like to 
mention a few items which this com­
mittee has under consideration.
First, financial statements. In this 
connection the idea of self-regulation 
and voluntary general improvement in 
the form and content of statements 
issued by Canadian companies, so that 
it would be unnecessary to attempt to 
attain the same result by government 
regulation. Following this conclusion, 
it was felt that the best way to accom­
plish the desired result would be to 
obtain the cooperation of the stock­
exchanges throughout Canada, so that 
rules as to minimum disclosure be 
agreed upon, as a condition of listing, 
and companies whose securities are 
listed on the exchanges would have to 
follow these regulations.
It is of course, evident that the pro­
cedure outlined would not reach the 
company whose securities are not listed 
on an exchange, but it is felt that if a 
high standard of presentation by listed 
companies is attained, the improvement 
of statements of unlisted companies 
will logically follow.
This committee is also dealing with 
suggestions for a new Companies Act, 
but the biggest job is the subject of 
taxation. While the last mentioned sub­
ject is very involved and many sugges­
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tions have been received from members 
across Canada, we are of the opinion 
that real progress is being made.
There is one other committee report 
I would like to tell you about, the one 
from the committee on education and 
examinations. I am more familiar with 
the work of this particular committee 
and I think it will always play a very 
important part in our Association. As 
you have been informed, we now have 
uniform examinations across Canada 
and the scheme is functioning far better 
than the members of the original com­
mittee ever thought it would. I am sure 
I should have felt much more comfort­
able speaking to your committee than I 
am in addressing a general session of 
your association, as a great part of my 
life has been spent in the education of 
students. I do not want to spend any of 
your time telling you of the set-up of 
our examining board, nor to compare 
it with your very satisfactory and effi­
cient system of examination. The re­
port of this committee, however, noted 
the fact that out of our comparatively 
small membership at the end of March, 
1944, 370 members were on active serv­
ice, while 560 were serving the govern­
ment in a civilian capacity. In addition, 
approximately 850 registered students- 
in-accounts were on active service. At 
our annual meeting last year, we real­
ized the necessity of adding further to 
the work of this committee and it was 
asked to take over the difficult task of 
dealing with postwar civil re-establish­
ment of students. I think everyone 
realizes the importance of placing our 
boys back in civil life with care and 
thought. We also realize that the sacri­
fice they have made can never be ade­
quately paid for nor measured in terms 
of money. Some of us remember the 
difficulties we encountered on our re­
turn from the last war—how hard it 
was to even sit still. To our boys, the 
difficulties will be greater, they have 
done so much and many times have ac­
complished the seemingly impossible 
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task. What can we do to bring them 
back to realize a world at peace can 
only offer to them for a time at least 
moderate incomes and hard work in 
this their chosen profession? We realize 
the boy that was, is now a man with a 
very different outlook on life. Probably 
he has taken unto himself a wife, made 
particular progress in a branch of the 
service and acquired rank, yet he will 
have to take his place with other stu­
dents who may not have been able to 
enter the services, but have made con­
siderable advance in the profession in 
the meantime. Our re-education of the 
junior student will be difficult. I think, 
however, a majority of them will realize 
this and will be willing to again play 
their part and assist us to re-establish 
them in civil life. Our government has 
many plans—with certain cash pay­
ments, which will no doubt be spread 
over a period of months. In addition, 
three main projects are contemplated. 
The rehabilitation of the farmer under 
the Veterans’ Land Act; and Post-Dis­
charge Re-Establishment Order for 
other industries and professions. The 
Veterans’ Land Act is a very interesting 
one and in it the errors we made in 
War I have been noted and provided 
for. We as professional men are more 
interested in the Post-Discharge Re- 
Establishment Order. This is divided 
into three parts: (1) Undergraduate, 
(2) Postgraduate, and (3) Vocational. 
If I may, I will deal with the last men­
tioned first, the paragraph in the order 
is as follows:
(1) Resumption of education leading to 
high school graduation or matricula­
tion.
(2) “Refresher” or “brush-up” courses in 
the professions.
The Minister has authority to approve 
training, including maintenance grant and 
fees—together with appropriate allowances 
for dependents—to any discharged person, 
provided he has the aptitude and inclina­
tion, where:
(i) such person is pursuing vocational, 
technical or other educational training;
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(ii) the Minister approves such training 
as being training which will fit him or keep 
him fit for employment or re-employment 
or Will enable him to obtain better or 
more suitable employment, and
(iii) he makes progress in such training 
to the satisfaction of the Minister.
Note: This training is governed by the 
length of time the man has served in the 
Forces, with a maximum of twelve months.
You will see that this particular part 
would not adequately fit the needs of our 
students, and the committee thought that 
our students should be brought more in 
line with university students. The detail 
of this scheme is stated in the Order as 
Paragraph 8.
Undergraduate. The Minister has au­
thority to approve training, including 
maintenance grant and fees—together with 
appropriate allowances for dependents—to 
any discharged person who has the apti­
tude and inclination and who:
(a) has been regularly admitted to a uni­
versity before his discharge and resumes 
within one year and three months after 
discharge a course, academic or professional, 
interrupted by his service, or
(b) becomes regularly admitted to a uni­
versity and commences any such course 
within one year and three months after his 
discharge; or
(c) because of ill health or because his 
admission to the university has been condi­
tional upon his fulfilling some additional 
matriculation requirements, or for any 
other good reason shown to the satisfaction 
of the Minister, delays resumption or com­
mencement of such course beyond the 
aforementioned periods.
The opportunity for university training 
is governed by the length of service. 
Where progress is satisfactory, the assis­
tance may be continued for as many 
months, in university, as the man served in 
the Forces. If the student’s progress and 
attainments in his course are such that 
the Minister deems it in his interest and in 
the public interest, the payment of the 
grant may be extended beyond the period 
of service to permit the man to complete 
his course. However, the grant shall not be 
continued to any such person who fails in 
more than two classes or subjects in any 
academic year, nor to any such person who 
having failed in either one or two classes 
or subjects also fails in either or both sup­
plementary examinations next offered by 
the university in such classes or subjects.
Note: “Attainments” means uncondi­
tioned standing in the top 25% (first 
quartile) of his class on the final examina­
tions on the full work of the year next pre­
ceding the year in which his period of 
entitlement expires.
Our Association presented a brief to 
the Minister of Pensions and Health, 
which reads in part as follows:
The profession recognizes the neces­
sity of meeting the situation with which 
it will be faced by the return of a great 
number of students who desire to con­
tinue their studies upon demobiliza­
tion, and it is realized that such stu­
dents will all be some years older, will 
have acquired specialized education in 
the particular branches in which they 
have been serving, will have enlarged 
their outlook on life, will have devel­
oped from the standpoint of character 
and reliability, and in many cases will 
have married and acquired families 
with the attendant increase in financial 
responsibilities. Having this in mind, 
plans have been discussed and are in 
progress for the purpose of modifying 
the present courses of instruction to 
enable such men to complete their edu­
cation and service in as short a period 
as possible without detracting from the 
professional standards which the In­
stitutes have established and main­
tained for many years. Basically this in­
volves the provision of special courses 
covering a shorter period: the plans 
under consideration provide for a re­
duction in the period of service and 
of the related courses from five to four 
years, with two examinations instead of 
three for the full time course. Corre­
sponding reductions are contemplated 
according to the point of advancement 
attained by the student at the time of 
enlistment.
In addition, plans are being evolved 
for the establishment of refresher 
courses for senior students and for new 
members of the Institutes whose associ­
ation with the profession was inter­
rupted through enlistment. Considera­
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tion is also being given to a modifica­
tion of the educational qualification 
required for registration as a student 
from senior to junior matriculation 
standing. The modification will be con­
fined to returned men only.
Such plans have been given only ten­
tative consideration and discussion be­
cause it is recognized that in order to 
carry them out successfully it will be 
necessary to do so in cooperation with 
any scheme which the government may 
set up for the financial assistance of 
such returned students.
Under normal conditions when the 
student registered and secured his posi­
tion with a chartered accountant the 
basis on which his employment was 
entered into provided for remuneration 
for the time spent with the firm to 
which he was attached. There was no 
uniform rate of remuneration estab­
lished, each man making his own ar­
rangement with his employer and, un­
der these circumstances, it naturally 
follows that some variation existed be­
tween firms and localities throughout 
the Dominion. In this way, the student 
received a reasonable remuneration for 
the services rendered to the employer 
and at the same time secured the prac­
tical education necessary to complement 
his studies: as his usefulness increased, 
his remuneration would be augmented 
from time to time. Obviously the rate 
paid to a student would be commen­
surate with the service he was able to 
render.
It is recognized, however, that the 
returned man while possibly not being 
able to give any more in the way of 
service to his employer will require a 
substantially higher remuneration than 
would normally pertain because of his 
advance in years and of increased finan­
cial responsibilities. This additional 
remuneration, it is submitted, is not 
fundamentally the responsibility of the 
employer and it is here that the gov­
ernment scheme of assistance should 
operate to augment the returned man’s 
income. We submit that, as far as this 
profession is concerned, it is entitled 
to the same consideration as any other 
learned profession such as law, medi­
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cine, engineering, etc. Under the plans 
proposed by the government under 
P.C. 7633,1 returned men desiring to 
enter or to continue in such professions 
are to receive financial assistance as 
therein set out. Unfortunately, the 
provisions as now outlined in P.C. 7633 
provide that any remuneration re­
ceived by the student from his employer 
under the circumstances outlined above, 
would be deducted from the financial 
assistance provided therein unless 
otherwise determined under the Minis­
ter’s discretionary powers. As the ex­
perience of this profession over a great 
many years has demonstrated that its 
system of combined education and 
practical experience has been eminently 
successful, some provision should be 
made for the continuation of the plan 
without penalizing the returned man 
who wishes to continue thereunder. It 
is recommended, therefore, that the 
provisions of P.C. 7633 be enlarged or 
interpreted so that the system can be 
continued and the student receive the 
full financial benefits provided therein 
for him as if he were attending a uni­
versity as a full time undergraduate.
1 Superseded by P.C. 5210.
Financial assistance for attendance at 
a university provides for instruction 
over approximately seven months each 
year for four years to complete the 
usual course. It is suggested that the 
student-in-accounts complying with the 
requirements as outlined above should 
have the same assistance in dollars and 
cents in his association with a practicing 
accountant regardless of what he re­
ceives from the practicing accountant 
for the services rendered. In this way 
the practicing accountant will be able 
to pay him at least what he is worth 
under normal standards and the gov­
ernment’s financial assistance will en­
hance that income to the extent that he 
will then feel that he is being reason­
ably compensated for his loss of time 
in the service of his country and the 
expenditure of his energy in serving 
his employer. On the basis provided, if 
applied on the plan suggested, such 
student would receive financial assis­
tance from the government for a maxi­
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mum period of twenty-eight months 
and we venture to suggest that at the 
end of that time he would not only be 
more fully equipped to practice his 
profession but he would be self-support­
ing much sooner than if he had spent 
the four years at university.
Two meetings have been held in 
Ottawa with the Minister and/or other 
officials of his department, and it is 
now understood that our professional 
men will be placed in the “professional 
training on the job” category and thus 
be entitled to tuition fees and living 
grants for a period of months not ex­
ceeding in number those served in the 
King’s Forces. The scale of living grants 
starts with $60.00 and $80.00 per month 
for a single man and married man 
respectively, “subject to reduction by 
such amount of any wages, salary or 
other income such person may have 
received or be entitled to receive in 
respect of the period for which the 
grant is paid as to the department 
seems right.”
This latter qualification presents dif­
ficulties, but it is hoped that a plan now 
under consideration whereby a scale of 
minimum salaries to be paid by the 
employer and of maximum grants to be 
paid by the government, thus estab­
lishing a “floor” and a “ceiling,” can be 
worked out for universal application 
across the Dominion. This matter is re­
ceiving the further consideration of the 
committee and I wish to pay a tribute 
to Mr. W. G. Jephcott and the mem­
bers who have spent so much time on 
this matter.
May I say how interested we are in 
your plans and say thank you for the 
assistance we have received from you. 
Mr. Carey has kept us advised on the 
matters before your research commit­
tee, the published findings of which are 
a valuable contribution to accounting 
literature.
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